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FPIC INSURANCE GROUP, INC. ata GLANCE

FPIC Insurance Group, Inc,, (the “Company” or “FPIC”) through its subsidiary companies, is a leading provider of professional =~ wesenos,,

“

liability insurance for physicians, dentists and other healthcare providers, and attorneys, primarily in Florida and Missouri. e %,
. P - . P . . g .

The Company alse provides management and administration services to Physicians’ Reciprocal Insurers, a New York medical £ = %
< kel

professional liability insurance reciprocal, and third-party administration services both within and ourside the healtheare industry. vy
The Company’s insurance subsidiaries, First Professionals Insurance Company, Inc. (formerly Florida Physicians Insurance % .
Company, Inc.), Anesthesiologists Professional Assurance Company, Intermed Insurance Company and Interlex Insurance —ewen™
Company, have an A- (Excellent) group rating from A.M. Best Company.

2007 REVENUES BY BUSINESS SEGMEMNT afamounts in mitfions

First Professionals Insurance Company, Inc.;
Anesthesiologists Professional Assurance Company;
$156.1 INSURANCE Intermed Insurance Company; Interlex Insurance Company

Administrators for the Professions, Inc.;
$ 26.2 RECIPROCAL MANAGEMENT Professional Medical Administrators, LLC

$ 15.2 THIRD-PARTY ADMINISTRATION McCreary Corporation; Employers Mutual, Inc.

$197.5 TOTAL REVENUE

GEOGRAPHIC DISTRIBUTION asoftarch 31, 2002
LICENSED, CURRENTLY WITH INSUREDS

C——J LICENSED, CURRENTLY NO INSUREDS

T LICENSE PENDING

FUTURE LICENSING CURRENTLY PLANNED

CZ=—3 INSUREDS UNDER MANAGEMENT

MANHASSET, NEW YORK
Admini s for the Prof , Inc.
Professional Medical Admini. 5, LLC

SPRINGFLELD, MISSQURL

Intermed Insurance Company
Interlex Insurance Company

JACKSONVILLE, FLORIDA

FPIC Insurance Group, Inc.

First Professionals Insurance Company, Inc.
Employers Mutual, Inc.

MiAMI, FLORIDA
Anesthesiologists Professional Assurance Company

McCreary Corporation®

* Merged into Employers Mutual, Inc. effective January 1, 2002.
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DEAR FELLOW SHAREHOLDERS,

During 2001, FPIC continued to evolve
and grow. The foundation we built
in 2000 allowed us to approach
2001 with an improved balance sheet,
strong management and a mandate
to maximize our successes and position
our organization for further growth.

WHAT HAVE WE LEARNED?
We are pleased to report that our efforts have resulted in a number of successes in 2001 that have returned
value to our policyholders and shareholders. We still have work to do, but our accomplishments illustrate
that we are asking the right questions and providing the right answers.

We know that our business model afforded us opporrunities that our competitors could not readily
embrace. We know that pricing in our markets has improved and that we must continue to focus on
top line growth, while working to improve bottom line growth. And we know that the competitive land-
scape will continue to change. With vigilant attention to detail and the tenacity to stick to our plan, we
will continue to provide outstanding products and services to our policyholders and enhance value to
our shareholders.

HOW DID WE DO?
For FPIC, 2001 was a year of continued corporate evolution. It was also a year of industry-wide oppor-
tunities as leading medical professional insurance providers exited the sector. To take advantage of these
opportunities, we continued to streamline our operations and strengthen our financial position.
During the year, we made decisive strategic moves and instituted additional changes that improved our
overall operating performance and financial strength.
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Notably, we:

°

Achieved significant top line and premium growth from pricing improvements,
together with increased policyholder counts;

Generated strong results from our reciprocal management segment;

o

Divested unprofitable lines of business, including group accident and health insurance;

Restructured and consolidated our third-party administration operations;

Set aside additional reserves for loss expenses;

°

Achieved growth in assets and operating cash flows;

Continued to improve our board governance process and further diversified our Board of Directors;

°

Completed our 2002 reinsurance program on reasonable terms;

°

Syndicated a new credit facility and reduced outstanding debr;

- Implemented an integrated investment program and engaged outside professional investment
portfolio managers; and

°

Undertook a new, multiconstituent approach to corporate communications.

HOW DID WE DO IT?
By staying on top of industry trends, carefully moniroring economic data and listening to our policy-
holders, we were able to prepare for the shifts in the marketplace and effectively position ourself among
our competitors. Qur efforts resulted in more appropriate pricing, policyholder growth and geographic
expansion, We implemented procedures to manage our investments more effectively and made the strate-
gic decision to bolster our reserve position. Together, these elements enabled us to achieve favorable top
line growth and strengchen our financial position.

Specifically, hardening markets have proven favorable for us. It is essential to maintain adequate pricing,
even in a competitive environment. Over the past several years, we have maintained a more stable pricing
structure than many of our competitors and, as a result, have been able to maintain our strong policy-
holder base. In fact, during the year, we added more than 3,300 professional liability policyholders,
increased our market share in Florida and Missouri and entered or grew in other selected markets. Our
strong growth fueled an increase in cash flow, investments and total assets.

In addition, by divesting unprofitable lines of business, we are positioned to focus more closely on core
businesses and improve our bottom line. To further strengthen our performance, we restructured and con-
solidared our third-party administration segment, enabling us to improve operating efficiencies and lower
costs. We expanded our strategic planning efforts as well as our accounting and reporting procedures.
We also continued to improve our operating, financial and information systems.

To ensure the strength of our balance sheet and our ability to serve our policyholders for the long term,
we made the decision to increase our reserves on certain prior years, during which soft market conditions
prevailed. We believe this was a prudent step that reduces the possibility that adverse development from
those years will affect future financial performance. It is worth noting that shareholders’ equity and oper-
ating earnings increased despite these reserve adjustments.

We continued to improve board and management governance processes and added two new outside
directors who bring additional areas of expertise to our board. We also implemented an integrated
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investment program and engaged outside professional investment portfolio managers to help us

maximize returns from our investment portfolio. We syndicated a new credit facility and reduced our

outstanding debt. And, we undertook a new multiconstituent approach to corporate communications.
Solidifying our financial and market positions has prepared us to take advantage of growth opportunities
and successfully compete in a challenging marketplace.

WHAT’S NEXT?
Perhaps the most significant remaining question is, “What does the future hold?” While we see improving
markets and opportunities for growth, our challenges are to achieve profitable growth, to maintain reserve
adequacy through appropriate reserving and control of loss costs and to improve investment portfolio
yields. While no one can predict all of the twists and turns facing our organization in the furure, we will
continue to position ourselves for new growth, new opportunities and increased profitability.

In the coming year, we anticipate an increased market focus on profitability and bottom line perform-
ance. To address this focus, and to continue to achieve top line growth, we will implement or enhance
several key business initiatives. First, we will continue to improve pricing where appropriate. Second, we will
maintain our adherence to disciplined underwriting and conservative reserving. Third, we will aggressively
manage claims and vigorously defend against non-meritorious claims to combat increasing loss costs.

The changing competitive landscape should provide exceptional opportunities for continued market
growth in 2002. We will address these opportunities and carefully evaluate select books of business and
potential business partners. We believe our business model, focused on state-by-state strategic growth,
combined with appropriate pricing and strong risk and loss cost management, will enable us to success-
fully enter new markets and further enhance our presence in existing markets.

Overall, we believe the steps taken in 2001 to improve our operations and strengthen our balance sheet,
coupled with our continued focus on strategic growth and appropriate pricing, position us to expand our
leadership in the markets we serve and build value for our shareholders.

We thank you for your continued support and look forward to a strong 2002.

Lo

ROBERT O. BARATTA, MD
Chairman

Yoo

JOHN R. BYERS
President and Chief Executive Officer

e i i o oo e s
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ARE your CURRENT RESERVING
PRACTICES ADEQUATE?

Adequate reserving is a cornerstone of our
business strategy and a commitment we have
to our policyholders and shareholders.

Over the past two years, adequate reserving and sustained financial strength have been our main
priorities. We have made a concerted effort to maintain appropriate reserves and to monitor closely
our reserve position. At the end of 2000, we strengthened our reserve position approximately 10%.
We further increased our reserves in 2001 approximately 4% to safeguard against potential future
losses resulting from maturing claims from prior years. This allows us to move forward with
a higher degree of confidence in our business and will ultimately build value for our shareholders.
While we believe this approach has built a sense of trust among our actuaries, accountants, policy-

holders and shareholders, we constantly strive to improve. Commitment to financial strength will

continue to be our focus.
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CAN you MAINTAIN ACTUARIALLY SOUND PRICING
ina PREDATORY PRICING ENVIRONMENT?

We have to. Actuarially sound pricing is essential
to maintaining the financial strength that creates
long-term value for our shareholders. And it allows
us to be here when our insureds need us most.

The predatory pricing environment of the past is diminishing as rational pricing returns to the
marketplace. At FPIC, maintaining actuarially sound pricing is a fundamencal commitment on which
we will not compromise. Even in competitive markets, adequate pricing is essential to maintaining
reserve adequacy and profitable growth. This is why competitors that underpriced their products are
beginning to exit the marketplace, leaving behind, in some cases, solid books of business and new
opportunities for growth. Companies that remain in this market are stabilizing prices at levels more
in line with our pricing levels. But we are not standing still. We continue to manage our rates to ensure
appropriate pricing. These market and pricing changes, together with our strong franchises and
customer service, serve to enhance FPIC’s competitive position. As the professional liability
landscape changes, FPIC stands ready to take advanrage of opportunities that will allow us ro create

long-term value for our shareholders and to be here when our insureds need us most.

»’f/?/;é&;/ o /< NP

DAVID L. RADER

Ciiatin L e LAy

Page S.




WHAT is your STRATEGY for MANAGING
RISING LOSS COSTS?

Targeted specialty programs, strict underwriting
guidelines, proactive risk management programs for
insureds, aggressive claims management and vigorous
defense comprise our business model.

Targeting the geographic areas we know best and where actuarially sound pricing is achievable is an
important part of our strategy to manage loss costs. In addition, the risk profile of our business is
significantly improved by our adherence to strict underwriting guidelines on lower-risk targeted
specialties. Our commitment to risk management does not stop there. We are also committed to
offering broader solutions to our clients by helping them improve their practices. We offer risk
management and educational programs to assist insureds in successfully managing their individual
risk factors. We believe a more informed insured is a key component of aggressively managing claims
processes. This helps us vigorously defend non-meritorious claims and provide the most informed
legal assistance. Our careful assessments and internal pracrices have helped FPIC maintain relatively

stable loss costs in terms of both the frequency and severity of claims.

GENE C. WITHERSPOON
el et Dot Offi o
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HOW WILL you BENEFIT FROM the CHANGING
PROFESSIONAL LIABILITY LANDSCAPE?

Our focused business model, conservarive financial
bl
practices and regional expertise position us well for
growth in an opportunistic marketplace.

During 2001, one of the largest, mulri-line professional liability insurers exited the marker, creating
a new landscape for more specialized carriers. As a focused, niche carrier, FPIC is well positioned
to take advantage of increasing demand and the improved pricing environment that has resulred.
Our strice adherence to underwriting professional liability insurance on a state-by-state basis allows
us to focus strategically on profitable, actuarially sound growth. Importantly, we have the financial
strength necessary to expand in existing markets and build a presence in new markets where we have
expertise. We are confident in our ability to meet market demand and provide a high level of service
to qualified professionals. The strong franchises that we offer, combined with our comprehensive
risk management programs, superior customer service and competitive pricing, make FPIC an attrac-
tive choice for professionals seeking a new insurance provider.

6‘;}5&%\1@0{%‘5”

ANTHONY J. BONCMO

vesidont aed Oheel Pecede Offor

cosnoes
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:

Administrators for the Professions. e
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HOW DO YOU PLAN o GROW THE COMPANY without
EXPOSING YOURSELF to UNNECESSARY MARKET RISK?

EPIC believes that steady, disciplined growth is more
sustainable and ultimately more profitable than rapid
expansion. Having the appropriate relationships
and market knowledge allow us to effectively evaluate

| market and customer potential.

Professional liability insurance is specialized on a state-by-state basis rather than on a national
platform. Each state has a unique regularory climate, its own plaintiff’s bar and state-specific
legislative agendas. FPIC’s long-standing, disciplined expansion strategy has enabled us to be
successful in growing our business and minimizing risk as we enter new states. Too often, companies
choose rapid expansion before properly understanding the local market, thereby exposing them-
selves to unnecessary risk. When these carriers ultimately exit the market, it creates an opportunity
for more disciplined carriers like FPIC to take their place. We believe that understanding the unique
| characteristics of each srate is key to the success of a professional liability insurer. This is why the
management teams of our regional insurers have significant, state-specific expertise. As we look to
furure growth and identify opportunities in new markets, we will continue to remain true to our

philosophy of adding the insurance expertise necessary to succeed.
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WHAT is the ADVANTAGE of s PUBLICLY TRADED,
SPECIALIZED PROFESSIONAL LIABILITY
INSURANCE WRITER?

AN
N -

~.

- //

As a publicly traded company, FPIC is able to offer
its policyholders the highest quality products
and services, rational pricing, significant resources
and specialized ralent.

FPIC enjoys specific competitive advantages as a result of its public company standing. Most notably,
FPIC has the flexibility to practice strict underwriting in multiple states and to practice actuarially
sound pricing for both reserve adequacy and profitable growth. Our nonpublic competitors are often
more focused on a single state, concerned with maximum access for insureds and somewhat more
resistant to rational pricing. Equally important, FPIC enjoys the more traditional advantages of a
publicly traded company. As a public company, we are able to attract top professional talent and
industry experts to our national and regional management teams. The inherent flexibility of being
a public company allows us to diversify and design a business paradigm that includes ocher business
segments, such as our reciprocal management and third-party administration operations. The added
discipline required of public companies results in close scrutiny of pricing, reserving and accounting
practices that ultimately benefits our shareholders. Finally, greater access to capital markets
facilitates strategic growth, including geographic expansion, opportunistic growth and growth by
acquisition. These competitive advantages give us the diversity and financial strength to provide the

greatest benefits to FPIC’s policyholders.

Ao gintza oo Fn

ROBERTA GOES COWN
Seror Viee Presiden
Corpmaie C
FRIC Insirance Grongeine
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SO WHY js FPIC INSURANCE GROUP, [NC.
a COOD INVESTMENT?
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We believe establishing our leadership on a state-by-state basis, in
markets where we have knowledge and expertise, is key to providing
policyholders and shareholders with strong performance. Our com-
mitment allows us to exercise a favorable level of conservatism, while
continuing to capitalize on opportunistic demand. This approach
enables us to run our operations more efficiently and adeptly assess
risk, maintain disciplined underwriting guidelines, sustain financial
strength and manage the adequacy of our reserves. Together, these
practices result in financial strength and performance. Recently, pol-
icyholder growth and pricing improvements have contributed to sig-
nificant top line growth. And we have achieved strong operating
cash flow and asset growth. We expect top line growth to continue
and bottom line performance to improve. We are confident that
FPIC has the financial strength, management expertise and market
knowledge to continue to capitalize on market opportunities and
drive shareholder value.
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1994 1995 1996 1997 1998 1999 2000 2001 1994 1935 1996 1997 1998 1999 2000 2001
REVENUES NET INCOME
All Amounts in Millions All Amounts in Millions
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and the notes thereto, which are included elsewhere herein.
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The selected financial data presented for the fiscal years ending December 31 should be read in conjunction with the Company’s consolidated financial statements

(Dollars in thousands, except per share W

amounts and elsewhere as noted) 2001 2000 1999 1998 1997 1996 1995 1994
CONSOLIDATED
Revenues $ 197,529 | 182264 170,504 120,321 93,216 76,982 69,531 52,306
Operating earnings $ 2,052 674 21,641 20,718 16,536 13,371 11,529 10,420
' Net income 3 2,930 614 21,869 20,693 16,557 13,324 11,686 5877
‘g INVESTMENT ACTIVITY
| Net investment income $ 23322 24,998 19,068 17,549 15,979 14,704 12,740 10,928
' Net realized investment
gains (losses) $ 1,429 (o1) 351 (39 32 (71) 238 (6,657)
OTHER SELECTED
FINANCIAL DATA
Total assets $ 758,297 | 652,198 587433 490,943 352,849 303,553 276,699 244266
Loss and loss adjustmenc
expense (LAE) reserves $ 318483 | 281,295 273,092 242377 188086 172,738 164,506 152,268
Revolving credic facility $ 37,000 67,219 62,719 27,165 2,000 — - —
Term loan $ 16,042 — — - — — - —
Shareholders’ equity $ 174,574 | 172,527 166379 150931 120064 96411 81,556 61,606
Common shares outstanding 9,338 9,380 9,621 9,519 9,180 9,022 8,140 7,760
PER SHARE DATA
Operating earnings $ 0.22* 0.07* 2.16* 2.11 1.76 1.53 1.45 1.34
Diluted earnings $ 031 0.06 2.19 2.11 1.76 1.53 147 0.76
Book value $ 18.70 18.39 17.29 15.86 13.08 10.69 10.02 7.94
Year-end market price § 1490 9.19 16.69 4781 29.13 13.50 . e
Cash dividends $ — — — - — 0.10 0.10 0.10
;‘ UNDERWRITING
' Direct and assumed
premiums written $ 245403 | 197280 148,216 116,989 77,771 64,292 56,641 52,454
Net premiums written $ 147,084 | 161931 122433 101,477 70,285 58,740 54,306 47,510
Consolidated statutory surplus | $ 107,087 | 108,499 117,880 117,278 87,876 76,520 70,039 60,185
GAAP combined ratio:
Loss and LAE ratio 98% 102% 69% 75% 82% 84% 85% 83%
Underwriting expense ratio 20% 17% 18% 14% 11% 12% 10% 9%
Combined ratio 118% 119% 87% 89% 93% 96% 95% 92%

(**) The Company became publicly held in August 1996,

(*) Operating earnings for the year 2001 were $2.4 million, or $0.26 per diluted share, excluding the after-tax effects of a non-recurring restructuring charge.
Operating earnings for the year 2000 were $2.2 miflion, or $0.23 per diluted share, excluding the after-tax effects of non-recurring severance and restructuring
charges. Operating earnings for the year 1999 were $23.4 million, or $2.32 per diluted share, excluding the after-tax effects of non-recurring severance costs.
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Safe Harbor
Disclosure

Critical
Accounting
Policies

MANAGEMENT’S DISCUSSION AND ANALYSIS

of Financial Position and Results of Operations

The following discussion and analysis should be read in conjunction with the consolidated financial statements and the
notes to the consolidated financial statements appearing elsewhere in this report. The consolidated financial statements

include the results of all of the Company’s wholly owned and majority-owned subsidiaries.

The Private Securities Litigation Reform Act of 1995 provides a “safe harbor” for forward-looking statements. Any written
or oral statements made by or on behalf of the Company may include forward-looking statements, which reflect the
Company’s current views with respect to future events and financial performance. These forward-looking statements are
subject to certain uncertainties and other facrors that could cause actual results to differ materially from such statements.
These uncertainties and other factors (which are described in more detail elsewhere herein and in documents filed by the
Company with the Securities and Exchange Commission) include, burt are not limited to, (i) uncertainties relating to gov-
ernment and regulatory policies (such as subjecting the Company to insurance regulation or taxation in additional
jurisdictions or amending, revoking or enacting any laws, regulations or treaties affecting the Company’s current opera-
tions); {ii) the occurrence of insured or reinsured events with a frequency or severity exceeding the Company’s estimates;
(1) legal developments; (iv) the uncertainties of the loss reserving process; (v) the actual amount of new and renewal busi-
ness and market acceptance of expansion plans; (vi) the Joss of the services of any of the Company’s execurive officers; (vii)
changing rates of inflation and other economic conditions; (viii) the ability to collect reinsurance recoverables; (ix) the
competitive environment in which the Company operates, related trends and associated pricing pressures and develop-
ments; (x) the impact of mergers and acquisitions, including the ability to successfully integrate acquired businesses and
achieve cost savings, competing demands for the Company’s capital and the risk of undisclosed liabilities; (xi) develop-
ments in global financial markets that could affect the Company’s investment portfolio and financing plans; (xii) risk
factors associated with financing and refinancing, including the willingness of credit institutions to provide financing and
the availability of credit generally; and (xiii) developments in reinsurance markets that could affect the Company’s rein-

surance program.

» o« »« » «

expect,” “intend,” “hope,” “will likely result”

» » ¢ ” «

The words “believe,” “anticipate,” “foresee,” “estimate,” “project,” “plan,
or “will continue” and variations thereof or similar expressions identify forward-looking statements. Readers are cautioned
not to place undue reliance on these forward-looking statements, which apply only as of their dates. The Company under-
takes no obligarion to publicly update or revise any forward-looking statements, whether as a result of new information,

future events or otherwise.

The Company’s discussion and analysis of its financial condition and results of operations are based upon the Company’s
consolidarted financial statements, which have been prepared in accordance with accounting principles generally accepted
in the United States. The preparation of these financial statements requires management to make estimates and judg-
ments that affect the reported amounts of assets, liabilities, revenues and expenses, and related disclosures of contingent
assets and liabilities. On an ongoing basis, management evaluates its estimates, including rhose relared to income taxes,
loss and loss adjustment expense (“LAE”) reserves, contingencies and litigation. The Company bases its estimates on his-
torical experience and on various other assumptions that are believed to be reasonable under the circumstances, the results
of which form the basis for making judgments about the carrying values of assets and liabilities that are not readily appar-
ent from other sources. Actual results may differ from these estimates under different assumptions or conditions.
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The Company believes the following critical accounting policies affect its more significant judgments and estimares

used in che preparation of its consolidated financial statements:

REINSURANCE. Reinsurance recoverables include the balances due from reinsurance companies for paid and unpaid
losses and LAE that will be recovered from reinsurers, based on contracts in force. Amounts recoverable from reinsurers
are estimared in a manner consistent with the claim lability associated with the reinsured policy. Reinsurance contracts
do not relieve the Company from its primary obligations to policyholders. Failure of reinsurers to honor their obligations
could resulc in losses to the Company. The Company evaluates the financial condition of its reinsurers and monitors con-
centrations of credit risk with respect to the individual reinsurers, which participate in its ceded programs, to minimize its
exposure to significant losses from reinsurer insolvencies. The Company holds collateral in the form of letrers of credit or
trust accounts for amounts recoverable from reinsurers that are not designared as authorized reinsurers by the domicil-
iary Departments of Insurance.

INCOME TAXES. The Company accounts for income taxes in accordance with Financial Accounting Standard (“FAS”)
No. 109, “Accounting for Income Taxes.” Deferred tax assets and liabilicies are recognized for the future tax consequences
attributable to temporary differences between the financial statement carrying amounts of existing assets and liabilities
and their respective tax bases and operating loss and tax credit carryforwards. Deferred tax assets and liabilities are meas-
ured using enacted tax rates expected to apply to taxable income in the years in which those temporary differences are
expected to be recovered or settled. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in
income in the period thar includes the enactment date. A valuation allowance against deferred tax assets is recorded if it is
more likely than not that all or some portion of the benefits related to the deferred tax assets will not be realized. Valuation
allowances are based on estimates of taxable income and the period over which deferred rax assets will be recoverable. In
the event that actual results differ from these estimates or these estimates are adjusted in future periods, the Company may
need to establish a valuation allowance, which would impact our financial position and results of operations. No such val-
uation allowance has been established to date, as the Company believes it is more likely than not that its deferred tax assets
will be fully realized.

COODWILL AND INTANGIBLE ASSETS. Goodwill represents the aggregate cost of companies acquired over the fair
value of net assets at the date of acquisition and is amortized into income using the straight-line method over periods
ranging from ten to rwenty-five years. Management regularly reviews the cartying value of goodwill by determining
whether the unamortized value of the goodwill can be recovered through undiscounted future operating cash flows of the
acquired operation.

Intangible assets represent trade secrets acquired and non-compete agreements entered into in connection with busi-
ness combinations. These assets are being amortized into income over periods corresponding with their terms or useful
lives that range from three to ten years using the straight-line method. Management regularly reviews the carrying value
of intangible assets by determining whether the amortization of the intangible assets can be recovered through undis-
counted furure operating cash flows of the acquired operation.

In the event goodwill or another intangible asset is impaired, a loss is recognized based on the amount by which the car-
rying value exceeds the fair value of the respective asset. Fair value is determined primarily using anticipated cash flows at
a rate commensurate with the risk involved. Losses on assets to be disposed of are determined in a similar manner, except
that fair values are reduced for the cost of disposal.
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LCSS AND LOSS AD;USTMENT EXPENSES. The Company estimartes its liability for loss and LAE using actuarial pro-
jections of ulrimare losses and LAE and other quantitative and qualitative analyses of conditions expected to affect the
future development of claims and related expenses. The estimated liability for losses is based upon paid and case reserve
estimates for losses reported, adjusted through formula calculations to develop ultimate loss expectations; related esti-
mates of incurred but not reported losses and expected case reserve development based on past experience and projected
future trends, deduction of amouncts for reinsurance placed with reinsurers, and estimates received related to assumed
reinsurance. Amounts attributable to ceded reinsurance derived in estimating the liabilicy for loss and LAE are reclassified
as assets in the consolidated balance sheets as required by FAS No. 113. The liability for LAE is provided by estimaring
future expenses to be incurred in settlement of claims provided for in the liability for losses and is estimated using similar
actuarial techniques.

The liabilities for losses and LAE and the related estimation methods are continually reviewed and revised to reflect cur-
rent conditions and trends. The resulting adjustments are reflected in the operating results of the current year. While
management believes the liabilities for losses and LAE are adequate to cover the ultimate liability, the actual ultimate loss
costs may vary from the amounts presently provided and such differences may be material.

The Company also has direct and assumed liabilities under covered extended reporting endorsements associated with
claims-made medical professional liability (“MPL”) policy forms that generally provide, at no additional charge, continu-
ing MPL coverage for claims-made insureds in the event of death, disability or retirement. These liabilities are carried
within unearned premium reserves and are estimated using techniques that possess elements of both loss reserves and pen-
sion liabilities, and thus, include additional assumptions for mortality, morbidity, retirement, interest and inflation.

In performing its tests of the liability for losses and LAE as of December 31, 2001, the Company’s independent actuar-
ial firm utilized multiple methods and developed a range of reasonable estimates. The Company’s liability for losses and
LAE, ner of reinsurance, as of December 31, 2001 is $238.1 million, which corresponds with the point estimate of its inde-
pendent actuarial firm’s consolidated range of estimates of $223.2 million (minus $14.9 million, or 6%) to $255.5 million
(plus $17.4 million, or 7%). For each 1% increase or decrease in the Company’s estimated liability for losses and LAE as of
December 31, 2001, that could occur in one or more future periods, a corresponding charge or credit to income in the
amount of approximately $2.4 million ($1.8 million, after tax effects) would occur.

COMMITVENTS AND CONT:NGENC:ES. Liabilities for loss contingencies arising from claims, assessments, litigation,
fines and penalties, and other sources are recorded when it is probable that a liability has been incurred and the amount
of the assessment and/or remediation can be reasonably estimated.
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FPIC Insurance Group, Inc. (the “Company”) was formed in 1996 in connection with a reorganization (the General

“Reorganization”) pursuant to which it became the parent company of Florida Physicians Insurance Company, Inc.
(“Florida Physicians”) and McCreary Corporation (“McCreary”), a third-party administrator. In connection with the
Reorganization, Florida Physicians shareholders became the shareholders of the Company and received five shares of the
Company’s common stock for each of their shares of Florida Physicians common stock. In May 2001, the Company
changed the name of Florida Physicians to First Professionals Insurance Company, Inc. (“First Professionals”). Effective
January 1, 2002, McCreary and its subsidiary, Employers Mutual, Inc. (“EMI”) were consolidated by legal entity merger,
with EMI continuing as the surviving entiry.

The Company has three main operating segments: insurance, reciprocal management and third-party administration
(“TPA”). The Company’s primary sources of revenue are management fees and dividends received from its subsidiaries. The

primary sources of revenue for these amounts are premiums earned and investment income derived from the insurance
segment and fee and commission income from the reciprocal management and TPA segments.

Through the insurance segment, the Company specializes in professional liability insurance products and services for
physicians, dentists, other healthcare providers and attorneys. The Company’s MPL insurance is written substantially on

a “claims-made” basis (as opposed to an “occurrence” basis), providing protection to the insured only for those claims that
arise ourt of incidents occurring, and of which notice to the insurer is given, while coverage is in effect. The Company also
offers “cail coverage” for claims reported after the expiration of the policy for occurrences during the coverage period. The
price of tail coverage is based on the length of time the insured has been covered under the Company’s claims-made form.
The Company provides free tail coverage for insured physicians who die or become disabled during the coverage period of
the policy and for cthose who have been insured by the Company for at least five consecutive years and retire completely
from the practice of medicine. Through the reciprocal management segment, the Company provides brokerage and
administration services for reinsurance programs and brokerage services for the placement of annuities in structured set-
tlements. The Company’s TPA markets and administers self-insured and fully insured plans for both large and small
employers, including group accident and health, workers’ compensation and general liability and property insurance.

The Company’s financial position and results of operations are subject to fluctuations due to a variety of factors.
Unexpected high frequency or severity of losses for the Company’s insurance subsidiaries in any period, particularly in the
Company’s prior three policy years, could have a material adverse effect on the Company. In addition, reevaluations of the
liabilicy for loss and LAE could resulc in an increase or decrease in liabilities and a corresponding adjuscment to earnings.
The Company’s historical results of operations are not necessarily indicative of future earnings.
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Overall, 2001 was a successful year for the Company. Improving market conditions laid the foundation for strategic oppor-
tunities that allowed the Company to build its business and strengthen its market position. In addition, the Company
took initiatives to improve its operations as soft market conditions subsided.

During the year, competitors that had previously competed heavily on price either raised their prices, reduced writings
or in some cases exited the market. As a specialized carrier, the Company was positioned to take advantage of increasing
demand and the improved pricing environment that resulted. Top-line growth, from both price improvements and
increased policyholder counts, resulted. Strong results from our reciprocal management segment also resulted in signifi-
cant growth in programs managed.

The Company also accomplished a number of significant strategic initiatives during 2001, including a) completion of
its 2002 reinsurance program at acceptable rates; b) completion of a new credit facility with a syndicate of banks, reducing
outstanding debt by approximately $14 million or 21%; ¢} completion of the Company’s exit from the small group acci-
dent and health (“A&H”) business; d) consolidation of the Company’s third-party administration operations; and e)
implementation of an integrared investment program engaging outside professional investment managers.

Net income for the year ended December 31, 2001, toraled $2.9 million, or $0.31 per diluted share, compared with net
income of $0.6 million, or $0.06 per diluted share, for the year ended December 31, 2000. The 2001 results include the after
tax effects of $5.4 million for an adjustment made to increase reserves on prior years’ business and $0.4 million in restruc-
turing charges associated with the Company’s TPA operations. Improved pricing and growth in policyholders during 2001
generated significant top-line growth.

Total revenues for the year ended December 31, 2001 increased 8%, to $197.5 million, from $182.3 million for the year
ended December 31, 2000. Annual revenue growth was driven primarily by growth in earned premiums, which contributed
$10.6 million to such growth. Strong improvements in pricing and the addition of MPL policyholdets, primarily in Florida
and Missouri, were the primary source of premium growth. Commission income and claims administration and manage-
ment fees earned by the Company’s non-insurance subsidiaries in New York and Florida also grew, contributing $7.1
million to the growth in total revenues. The growth in total revenues during 2001 was offset by a $1.7 million decline in
investment income as a result of lower marker yields.

Total expenses for the year ended December 31, 2001 increased 6%, to $196.4 million, from $185.2 million for the year
ended December 31, 2000. Net losses and LAE incurred for the year ended December 31, 2001 increased $5.6 million or
5%, over the prior year. Excluding the pretax reserve strengthening in 2001 and 2000 of $8.8 million and $21.0 million,
respectively, net losses and LAE incurred increased $17.7 million, or 17% during the year 2001. The increase reflects growth
and the continuation of the Company’s policy to maintain its reserves at a conservative level. Other underwriting expenses
also contributed to the increase in toral expenses, primarily as a result of enhancements made to the Company’s financial
and reporting systems and an increase in operating expenses related to growth in business. Offsetting the increases in

expenses was a reduction in the allowance for bad debts of $1.0 million.
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The Company’s insurance segment is made up of its four insurance subsidiaries, First Professionals Insurance Company, Inc.,

Anesthesiologists Professional Assurance Company (“APAC”) and The Tenere Group, Inc. (“Tenere”) companies of Intermed
Insurance Company and Interlex Insurance Company. Holding company operations are included within the insurance
segment due to its size and prominence and the substantial attention devoted to the segment. Financial data for the
Company’s insurance segment for the years ended December 31, 2001, 2000 and 1999 are summarized in the table below.

PERCENTAGE PERCENTAGE

(Dollar amounts are in thousands) 2001 CHANGE 2000 CHANGE 1999
Direct and assumed premiums written $245,403 24%  $197,280 33% 5148216
Net premiums written $ 147,084 9%  $161,931 32%  $122,433
Net premiums earned $ 131,058 9%  $120,454 2% $118,072
Net investment income 22,819 -7% 24,505 30% 18,832
Net realized investment gains 1,429 420% 275 -22% 351
Commission income 62 -61% 157 145% 64
Finance charge and other income 733 -52% 1,520 4% 1,467
Intersegment revenue 2,112 95% 1,083 100% —
Total revenues $158,213 7%  $147,994 7%  $138,786
Net losses and LAE incurred $128,346 5% $122,766 52% $ 80,968
Other underwriting expense 25,684 24% 20,677 -2% 21,014
Interest expense 4,566 6% 4,291 8% 3,981
Other expenses 997 -64% 2,790 -1% 2,823
Intersegment expense 3,852 -42% 6,675 154% 2,628
Total expenses $ 163,445 4% $157,199 41% $111,414
(Loss) income before taxes (5,232) 43% (9,203) -134% 27,372
Net (loss) income $ (847) 71% $ (2,925) -115%  $ 19,776

Total insureds, including insureds under fronting arrangements, were 18,794, 12,150 and 11,318 for the years ended
December 31, 2001, 2000 and 1999, respectively.

Direct and assumed premiums written increased 24%, to $245.4 million for the year ended December 31, 2001 from
$197.3 million for the year ended December 31, 2000. Excluding the effects of the non-recurring portion of assumed pre-
miums under the 100% quota share reinsurance agreement written in the first quarter of 2000 between the Company’s
insurance subsidiaries and Physicians’ Reciprocal Insurers (“PRI”) whereby the Company assumed the death, disability and
retirement (“DD&R”) risks under PRI’s claims-made insurance policies in exchange for cash and investments of approxi-
marely $34 million, and the effects of the decline in premiums under A&H programs, which were discontinued in 2001,
of $16.7 million, direct and assumed premiums writren increased approximately $99 million or 71%. The increase in direct
and assumed premiums written is due to the effect of rate increases and growth in new business and premiums written
under fronting arrangements. The growth in direct premiums written was partially offset by declines in MPL assumed
premiums written and group A&H premiums written.

Direct and assumed premiums written increased 33%, to $197.3 million for the year ended December 31, 2000 from

$148.2 million for the year ended December 31, 1999. The increase in direct and assumed premiums written is primarily
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related to the 100% quota share reinsurance agreement written in the first quarter of 2000 between the Company’s
insurance subsidiaries and PRI, as nored above. In addition, the Company experienced growth in direct premiums written
in Texas, Alabama, Missouri, Kansas and Georgia complemented by the acquisition of Tenere on March 17, 1999, which
was only included in operations after such date. The increases in direct and assumed premiums written were offset by expe-
rience adjustment accruals for business assumed from PRI The experience adjustments represent an estimate of the
amount of premium the Company will return to PRI in future years.

Net premiums earned increased 9%, to $131.1 million for the year ended December 31, 2001 from $120.5 million for the
year ended December 31, 2000. The increase in net premiums earned is less than the increase in direct and assumed pre-
miums written for the same period primarily due to the inherent lag between written and earned premiums. In addition,
as noted above, direct premiums written include premiums written under fronting agreements for which a relatively small
portion of business is retained and therefore only a small portion of premium is ultimately earned. The increase in net
premiums earned is due to growth in the number of policyholders and the effects of rate increases instituted by the
Company’s insurance subsidiaries during 2001. Partially offsetting this increase was a decline in A&H premiums earned
of 70%, to $7.2 million for the year ended December 31, 2001 from $24.1 million for the year ended December 31, 2000.

Net premiums earned increased 2%, to $120.5 million for the year ended December 31, 2000 from $118.1 million for
the year ended December 31, 1999. The increase in net premiums earned is related to growth in assumed reinsurance,
which contribured additional assumed premiums earned of $3.1 million, and growth in direct premiums written at APAC
and Tenere during the year 2000. The Company increased premium rates at First Professionals, APAC and Tenere in 2000.
As a resulr of the rate increases taken by First Professionals, selective underwriting and the competitive environment in
Florida, net premiums earned decreased in First Professionals’ core MPL business, and First Professionals experienced a
decline in its physician insureds. APAC and Tenere experienced more favorable market conditions, which allowed them to
grow their earned premiums and policyholder counts. Such growth offset some of the decline in net premiums earned at
First Professionals and resulted in overall increases in the Company’s direct professional liability insureds.

Net investment income decreased 7%, to $22.8 million for the year ended December 31,2001 from $24.5 million for the
year ended December 31, 2000. The decrease in net investment income is primarily the result of lower investment returns
on the Company’s investment portfolio during 2001 caused by lower prevailing interest rates in fixed-income securities.
The effects of lower yields have been offset to some degree by growth in cash and invested assets resulting from growth in
insurance premiums. On a consolidated basis, the Company’s total investment portfolio grew to $424.2 million in 2001,
up $19.2 million or 5%, from $405.0 million in 2000.

Net investment income increased 30%, to $24.5 million for the year ended December 31, 2000 from $18.8 million for the
year ended Decemnber 31, 1999. The increase is primarily due to the investments received in association with the 100% DD&R
quota share reinsurance agreement between the Company’s insurance subsidiaries and PRI. On a consolidated basis, the
Company’s total investment portfolio grew to $ 405.0 million in 2000, up $58.4 million or 17%, from $346.6 million in 1999.

Net realized investment gains increased 420%, to $1.4 million for the year ended December 31, 2001 from $0.3 million
for the year ended December 31, 2000. The Company engaged new professional investment managers during the third
quarter of 2001 as part of its overall investment strategy. While the Company’s investment strategy remains focused on
high quality, fixed-income securities, it does plan some changes in its present asset allocation to take advantage of chang-
ing market conditions. The increase in net realized investment gains coincides with the liquidation of investments

associated with repositioning the Company’s investment portfolio.
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Finance charge and other income decreased 52%, to $0.7 million for the year ended December 31, 2001 from $1.5 mil-

lion for the year ended December 31, 2000. The decline in finance charge and other income is due to the Company’s
decision to include a provision for finance charges within its Florida MPL policy premiums, rather than assessing finance
charges separately.

The liability for losses and LAE represents management’s best estimate of the ultimate cost of all losses incurred but

unpaid and considers prior loss experience, loss trends, the Company’s loss retention levels and changes in the frequency

and severity of claims. The process of establishing reserves for property and casualty claims is a complex and uncertain
process, requiring the use of informed estimates and judgments. The Company’s estimates and judgments may be revised
as additional experience and other data become available and are reviewed, as new or improved methodologies are devel-
oped or as current laws change. Any such revisions could result in future changes in the estimares of losses or reinsurance
recoverables, and would be reflected in the Company’s results of operations when the change occurs. The Company
believes its liability for losses and LAE is adequate; however, given the inherent uncertainty in reserve estimates, there can

be no assurance thar the ultimate amount of actual losses will not exceed the related amounts currently estimated.

Furthermore, any such difference, either positive or negative, could have a material effect on the Company’s results of oper-
arions and financial position.

Net losses and LAE incurred increased 5%, to $128.3 million for the year ended December 31,2001 from $122.8 million
for the year ended December 31, 2000. The loss ratios for such periods were 98% and 102%, respectively. A loss ratio is
defined as the ratio of loss and LAE incurred to net premiums earned. During the fourth quarter of 2001, the Company
made a decision to adjust reserves upward by $8.8 million, pretax. The Company’s decision to increase reserves reflects the
Company’s policy to maincain its reserves at a conservative level. Excluding the pretax reserve screngthening in 2001 and
2000 of $8.8 millicn and $21.0 million, respectively, net losses and LAE incurred increased $17.7 million, or 17% during
the year 2001. This increase is consistent with the strong growth in business during 2001 and continues to reflect the
Company’s stated objective of maintaining its reserves at a conservative level, taking into consideration expected loss
trends and all other pertinent considerations. The increase in losses and LAE incurred was partially offset by a decline in
the Company’s group A&H business corresponding with the complete withdrawal from its group A&H programs in 2001.

Net losses and LAE incurred increased 52%, to $122.8 million for the year ended December 31, 2000 from $81.0 million
for the year ended December 31, 1999. The loss ratios for such periods were 102% and 69%, respectively. The increase in
net losses and LAE incurred is primarily due to an increase in the loss and LAE provision during 2000 resulting from a
reserve strengthening of $21.0 million, pretax. In addition, the 1999 results included reserve releases of approximately
$17.0 million resulting from favorable development in loss experience on business written in years prior to 1999, which
did not recur during the year 2000.

Other underwriting expenses increased 24%, to $25.7 million for the year ended December 31,2001 from $20.7 million
for the year ended December 31, 2000. The increase in other underwriting expenses is primarily attributable to additional
operating expenses associated with the growth in business and expenses incurred to improve the information systems used
by the Company. In addition, two of the Company’s insurance subsidiaries, First Professionals and APAC, increased their
accruals for guarantee fund assessments by approximately $0.9 million, combined. Offsetring these increases was a reduc-
tion in the allowance for bad debts of $1.0 million.

Other underwriting expenses decreased 2%, to $20.7 million for the year December 31, 2000 from $21.0 million for
the year ended December 31, 1999. The decline in other underwriting expenses is attributable to a decline in assumed

Page 25.




Reciprocal
Management

MANAGEMENT’S DISCUSSION AND ANALYSIS
(continued)

reinsurance costs and the accretion of the deferred credit associated with the 100% DD&R quota share reinsurance agree-
ment entered into during the first quarter of 2000.

Other expenses declined 64%, to $1.0 million for the year ended December 31, 2001 from $2.8 million for the year ended
December 31, 2000. Other expenses for the year 2000 included a pretax severance charge of $1.8 million, which did not
recur in 2001.

The Company’s reciprocal management segment is made up of Administrators for the Professions, Inc. (“AFP”), the
Company’s New York subsidiary, and its two wholly owned subsidiaries, FPIC Intermediaries, Inc. (“Intermediaries”) and
Group Data Corporation (“Group Data”). AFP acts as administrator and attorney-in-fact for PRI, the second largest med-
ical professional liability insurer for physicians in the state of New York. Intermediaries acts as a reinsurance broker and
intermediary in the placement of reinsurance. Group Data acts as a broker in the placement of annuities for structured
settlements. The segment also includes the business of Professional Medical Administrators, LLC (“PMA”), a 70% owned
subsidiary of the Company. PMA provides brokerage and administration services for professional liability insurance pro-
grams. Financial data for the Company’s reciprocal management segment for the years ended December 31, 2001, 2000
and 1999 are summarized in the table below.

PERCENTAGE PERCENTAGE
(Dollar amounts are in thousands) 2001 CHANGE 2000 CHANGE 1999
Net investment income $ 344 35% $ 254 440% 3 47
Claims administration and management fees 22,959 35% 17,044 1% 16,955
Commission income 2,484 107% 1,199 79% 671
Other income 399 -76% 1,680 -4% 1,758
Intersegment revenue 3,111 -39% 5,129 237% 1,522
Total revenues $29,297 16% $25,306 21% $20,953
Claims administration and management expenses $18,420 23% $15,023 4% $14,490
Other expenses 2,173 0% 2,172 1% 2,152
Intersegment expense 1,518 145% 619 100% —
Total expenses $22,111 24% $17,814 7% $16,642
Income before taxes 7,186 -4% 7,492 74% 4311
Net income $ 4,348 0% $ 4,360 90% $ 2,298

In accordance with the management agreement between AFP and PRI, AFP receives a management fee equal to 13% of
PRI’s direct premiums written, with an adjustment for expected return premiums. AFP’s claims administration and man-
agement fees are entirely comprised of these fees. Claims administration and management fees increased 35%, to $23.0
million for the year ended December 31, 2001 from $17.0 million for the year ended December 31, 2000. The increase in
claims administration and management fees is due to an increase in the premiums written by PRL The Company’s rev-
enues and results of operations are financially sensitive to the revenues and results of operations of PRI. In addition, PR,
as an MPL insurer, is subject to many of the same types of risks as those of the Company’s insurance subsidiaries, which
are described throughout this document.
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Commission income increased 107%, co $2.5 million for the year ended December 31, 2001 from $1.2 million for the

year ended December 31, 2000. The increase in commission income corresponds with the increase in the amount of rein-

surance brokered by Intermediaries in 2001.

Commission income increased 79%, to $1.2 million for the year ended December 31, 2000 from $0.7 million for the year
ended December 31, 1999. The increase in commission income is attributable to a full year of brokerage income from
Intermediaries, which was formed during the second quarrer of 1999.

Other income decreased 76%, to $0.4 million for the year ended December 31, 2001 from $1.7 million for the year ended
December 31, 2000. The decrease in other income is the result of lower statutory net income at PRI compared to the year
2000. The income received by AFP related to PRI’s statutory net income for the years ended December 31, 2001, 2000 and
1999 was $0.3 million, $1.6 million and $1.7 million, respectively. In accordance with the management agreement berween
AFP and PRI, AFP receives or pays an amount equal to 10% of PRI’s statutory net income or loss.

Claims administration and management expenses increased 23%, to $18.4 million for the year ended December 31,2001
from $15.0 million for the year ended December 31, 2000. The increase in claims administration and management expense
is primarily attriburable to an increase in commission expense incurred as a result of growth in brokerage and adminis-
tration business at AFP and PMA. Under terms of the management agreement between AFP and PRI, AFP is responsible
for brokerage costs incurred by PRI. In addition, the Company incurred additional operating expenses related to the

growth in direct business at PRI.

The Company’s TPA segment is made up of McCreary and its subsidiary, EML Effective January 1, 2002, McCreary and
EMI were consolidated by legal entity merger, with EMI continuing as the surviving entity. Financial data for the
Company’s TPA segment for the years ended December 31, 2001, 2000 and 1999 are summarized in the table below.

7 PERCENTAGE PERCENTAGE

(Dollar amounts are in thousands) 2001 CHANGE 2000 CHANGE 1999
Net investment income $ 159 -33% $ 239 26% $ 189
Net realized investment losses - 100% (366) 100% -
Claims administration and management fees 12,545 -3% 12,982 32% 9,850
Commission income 2,502 19% 2,108 21% 1,741
Other income 36 -83% 213 -58% 507
Intersegment revenue 742 -52% 1,547 40% 1,106
Total revenues $15,984 -4%  $16,723 25% $13,393
Claims administration and management expenses $14931 -5%  $15,683 33% $11,807
Other expenses 1,327 -28% 1,833 -11% 2,066
Intersegment expense 594 28% 464 100% —
Total expenses $16,852 6% $17,980 30% $13,873

Loss before taxes (868) 31% (1,257) -162% (480)

Net loss $ (571) 30% $ (821)  -300% § (205)
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During the fourth quarter of 2001, the Company incurred a pretax charge of approximately $0.6 million in connection
with the disposition of the Brokerage Services, Inc. (“BSI”) division of EMI in Albuquerque, New Mexico. Under the plan,
the Company sold the division’s assets and cancelled its service agreements with self-insured customers. Certain other con-
tracts were retained and will be serviced by the Company’s Jacksonville, Florida, division. The 2001 restructuring activity
was a continuation of the Company’s consolidation of the TPA operations and brings to an end the restructuring activi-
ties of the Albuquerque division that began during the fourth quarter of 2000 when the Company incurred a pretax charge
of $0.5 million. Excluding the effects of the restructuring charges, the TPA segment incurred a net loss of approximately
$0.2 million and $0.5 million for the years 2001 and 2000, respectively.

Net realized investment losses for the year ended December 31, 2000 were $0.4 million, largely due to the write-down of
the Company’s investment in a joint venture, Bexar Credentials, Inc. (“Bexar”) in the fourth quarter of 2000. The
Company’s stock in Bexar was redeemed for $70 thousand in cash and notes receivable in January 2001. All amounts
receivable by the Company from the sale have been collected.

Claims administration and management fees declined 3%, to $12.5 million for the year ended December 31, 2001 from
$13.0 million for the year ended December 31, 2000. The decline in claims administration and management fees is due to
the termination of certain unprofitable contracts at the Company’s Albuquerque division, Excluding the effect of the
terminated contracts, claims administration and management fees increased $1.1 million for the year ended December 31,
2001, compared with the same period in 2000.

Claims administration and management fees increased 32%, to $13.0 million for the year ended December 31, 2000
from $9.9 million for the year ended December 31, 1999. The growth in claims administration and management fees is
attributable to the acquisition of assets related to the BSI division by EMI during the third quarter of 1999 and the resule-
ing recognition of a full twelve months of revenue from the acquired operarions during the current year.

Commission income increased 19%, to $2.5 million for the year ended December 31,2001 from $2.1 million for the year
ended December 31, 2000. The increase in commission income corresponds with increases in the underlying rates paid by
customers for reinsurance being placed by the TPA segment under alternative market arrangements.

Commission income increased 21%, to $2.1 million for the year ended December 31, 2000 from $1.7 million for the year
ended December 31, 1999. The increase in commission income is the result of growth in the placement of insurance and
reinsurance by McCreary with external parties on behalf of its self-insured customers during 2000.

Claims administration and management expenses declined 5%, to $14.9 million for the year ended December 31, 2001
from $15.7 million for the year ended December 31,2000, The decline in claims administration and management expenses
is due to the termination of certain unprofitable contracts at the Company’s Albuquerque division. Excluding the effect
of the terminated contracts, claims administration and management expenses increased $1.0 million for the year ended
December 31, 2001, compared with the same period in 2000.

Claims administration and management expenses increased 33%, to $15.7 million for the year ended December 31, 2000
from $11.8 million for the year ended December 31, 1999. The growth in claims administration and management expenses
is primarily attribucable to the acquisition of assets by EMI during the third quarter of 1999.

For the year ended December 31, 2001 other expenses decreased 28%, to $1.3 million from $1.8 million for the
year ended December 31, 2000. Excluding the restructuring charges taken during the fourth quarter of 2001 and 2000
mentioned above, other expenses declined 46%, to $0.7 million for the year ended December 31, 2001 from $1.3 million
for the year ended December 31, 2000. The decrease in other expenses represents savings from the Company’s disposition

of non-core businesses during 2000.
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Other expenses decreased 11%, to $1.8 million for the year ended December 31, 2000 from $2.1 million for the year
ended December 31, 1999. Excluding the restructuring charge taken during rhe fourth quarter of 2000 mentioned above,

other expenses declined 36%, to $1.3 million for the year ended December 31, 2000. The decrease in other expenses repre-
sents savings from the disposition of non-core businesses during 2000.

Cash and invested assets increased $18.0 million, to $442.0 million as of December 31, 2001 from $424.0 million as of
December 31, 2000. The increase in cash and invested assets is due primarily to the growth in premiums, which increased
the amounts available for investment, offset by a reduction in cash associated with the pay down and refinancing of the
Company’s credit facility. ‘

Accrued investment income decreased $1.3 million, to $4.6 million as of December 31, 2001 from $5.9 million as of
December 31, 2000. The decrease in accrued investment income is due to lower investment returns on the Company’s
investment portfolio associated with lower interest rates on fixed-income securities.

Premiums receivable increased $37.1 million, to $73.4 million as of December 31, 2001 from $36.3 million as
of December 31, 2000. The increase in premiums receivable is due to the growth in premiums written, resulting from
rate increases realized by the Company’s insurance subsidiaries on core MPL lines and an increase in new and renewal
MPL business.

Due from reinsurers on unpaid losses and advance premiums increased $22.7 million, to $80.4 million as of December
31, 2001 from $57.7 million as of December 31, 2000. Ceded unearned premiums increased $30.7 million, to $40.8 mil-
lion as of December 31, 2001 from $10.1 million as of December 31, 2000. The increases in these assets are related to the
increase in the underlying reserves and unearned premiums resulting from growth in premiums written and earned on the
Company’s core MPL business and the increase in premiums written under fronting arrangemencts, whereby the Company
cedes substantially all of the business to other insurance carriers.

Deferred policy acquisition costs increased $3.0 million, to $9.0 million as of December 31, 2001 from $6.0 million as
of December 31, 2000. The increase in deferred policy acquisition costs is due to an increase in underwriting expenses as
a result of the growth in premiums written.

Deferred income taxes increased $1.6 million, to $19.9 million as of December 31, 2001 from $18.3 million as of
December 31, 2000. The increase in deferred income taxes relates to an increase in deferred taxes associated with changes
in unrealized gains on financial instruments and growth in the Company’s insurance business.

Goodwill and intangible assets decreased $2.4 million, to $58.5 million as of December 31, 2001 from $60.9 million as
of December 31, 2000. The decrease in goodwill and intangible assets is due to amortization.

Federal income tax receivable decreased $3.2 million, to $5.3 million as of December 31, 2001 from $8.5 million as of
December 31, 2000. The decrease in federal income tax receivable corresponds with the relared decrease in the current bene-
fit recognized in 2001, and the receipt of a federal rax refund related to the overpayment of estimated taxes for the year 2000.

The Company’s liability for loss and LAE increased $37.2 million, to $318.5 million as of December 31, 2001 from
$281.3 million as of December 31, 2000. The increase in the liability for loss and LAE is attributable to increases in pre-
miums earned and the establishment of reserves for the current book of business, taking into consideration expected loss
trends and an appropriately conservative loss ratio. In addition, the Company recorded a pretax reserve adjustment of $8.8
million in the fourth quarter of 2001 to strengthen reserves established for prior coverage years. The adjustment to reserves
reflects the soft market conditions that prevailed for coverage years 2000 and prior.
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MANAGEMENT’S DISCUSSION AND ANALYSIS
(continued)

Unearned premiums increased $46.7 million, to $146.8 million as of December 31, 2001 from $100.1 million as of
December 31, 2000. The increase in unearned premiums is primarily related to growth in premiums written at the
Company’s insurance subsidiaries.

Reinsurance payable increased $20.2 million, to $26.7 million as of December 31, 2001 from $6.5 million as of
December 31, 2000. The increase in reinsurance payable is related to an increase in premiums written for direct MPL busi-
ness and business written under fronting arrangements whereby the Company cedes substantially all of the business to
other insurance carriers.

Premiums paid in advance and unprocessed premiums increased $3.8 million, to $9.9 million as of December 31, 2001
from $6.1 million as of December 31, 2000. The increase in paid in advance and unprocessed premiums reflects the policy
renewal cycle at the Company’s largest insurance subsidiary, whereby the majority of policies are renewed with an effective
date of January 1 or July 1 of each year. In addition, the Company instituted a rate increase at its largest insurance sub-
sidiary in December 2001.

The Company’s revolving credit facility and term loan decreased $14.2 million, to $53.0 million as of December 31, 2001
from $67.2 million as of December 31, 2000. On August 31, 2001, the Company entered into a revolving Credit and Term
Loan Agreement (the “credit facility”) with five financial institutions. The initial aggregate principal amount of the new
credit facility was $55 million, including (i) a $37.5 million revolving credit facility (with a $15 million letter of credit sub-
facility), which matures on August 31, 2004; and (ii) a $17.5 million term loan facility, repayable in twelve equal quarterly
installments of approximately $1.5 million each that commenced on December 31, 2001. The credit facility replaced a $75
million revolving credit facility (the “prior facility”) that was entered into by the Company in January 1999, which would
have matured on January 4, 2002. Approximately $67.2 million of principal was outstanding under the prior facility. The
Company used available funds to pay down the difference between the outstanding principal amount of che prior facility
and the initial amount of the new facility.

Accrued expenses and other liabilities increased $10.4 million, to $28.8 million as of December 31, 2001 from $18.4 mil-
lion as of December 31, 2000. The increase in accrued expenses and other liabilities is primarily atcributable to the increase
in operating expenses associated with the growth in business. Approximately $2.9 million of the increase in accrued
expenses and other liabilities reflects the recognition of a liability for the Company’s derivative financial instrument in
accordance with FAS No. 133.

The Company’s investment strategy is to maintain a diversified investment portfolio focused on high grade, fixed-income
securities. The majority of these securities are held as invested assers by the various insurance subsidiaries. At the close
of 2001, approximately 27% of the fixed-income portfolio was invested in tax-exempt securities and approximately 73% in
taxable securities.

Realized investment gains and losses are recorded when investments are sold, other than temporarily impaired or in cer-
tain situations, as required by generally accepted accounting principles, when investments are marked-to-market, with the
corresponding gain or loss included in earnings. Variations in the amount and timing of realized investment gains and

losses could cause significant variations in periodic net earnings.
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During 2001, the Company repurchased 21,500 shares of its stock on the open market under its previously announced
stock repurchase program, at an average price of $10.84 per share. Under the Company’s stock repurchase programs,
shares may be repurchased at such times, and in such amounts, as management deems appropriate, and subject to the
requirements of its credit facility under which the Company may repurchase shares up to an amount not to exceed 50% of
net income of the immediarely preceding year. A decision whether ot not to make additional repurchases is based upon an
analysis of the best use of the Company’s capital. Since the commencement of these repurchase programs, the Company
has repurchased 875,000 of its shares at a cost of approximately $16.2 million. A total of 365,500 shares remain available
to be repurchased under the programs.

The payment of losses, LAE and operating expenses in the ordinary course of business is the principal need for the
Company’s liquid funds. Cash provided by operating activities has been used to pay these items and was sufficient during
2001 to meet these needs. Management believes these sources will be sufficient to meet the Company’s cash needs for oper-
ating purposes for at least the next twelve months. However, a number of factors could cause increases in the dollar
amount of losses and LAE and may therefore adversely affect future reserve development and cash flow needs.
Management believes these factors include, among others, inflation, changes in medical procedures, increased use of man-
aged care and adverse legislative changes. In order to compensate for such risk, the Company (i) maintains what
management considers to be adequate reinsurance; (ii) monitors its reserve positions and regularly performs actuarial
reviews of loss and LAE reserves; and (iii) maintains adequate asset liquidirty (by managing its cash flow from operations
coupled with the macurities from its fixed-income portfolio investments).

The Company maintains a $55 million credit facility with five banks. The credic facility replaced a $75 million prior facil-
ity that was entered into by the Company in January 1999, which would have matured on January 4, 2002. Approximately
$67.2 million of principal was outstanding under the prior facility. The Company used available funds to pay down the dif-
ference berween the outstanding principal amount of the prior facility and the initial amount of the new credit faciliy.

As of December 31, 2001, the Company had $53.0 million outstanding under the credit facility. The credit facility
comprises (i) a $37.5 million revolving credit facility (with a $15 million letter of credit sub-facility), which matures on
August 31, 2004; and (i1) 2 $17.5 million term loan facility, repayable in twelve equal quarterly installments of approxi-
mately $1.5 million each that commenced on December 31, 2001. Amounts outstanding under the credit facility bear
interest ac a variable rate, primarily based upon LIBOR plus an applicable margin of 2.25 percentage points, which may be
reduced to a minimum of 1.75 percentage points as the Company reduces its outstanding indebtedness. The Company is
not required to maintain compensating balances in connection with these credit facilities buc is charged a fee on the
unused portion, ranging from 20 to 30 basis points.

Under the terms of the credit facility, the Company is required to meet certain financial covenants. Significant covenants
are as follows a) rotal debt to cash flow available for debt service cannot be greater than 4.00:1 for the quarter ending
December 31, 2001 and 3.50:1 thereafter; b) combined net premiums written to combined statutory capital and surplus
cannot exceed 2.00:1; c) the fixed charge coverage ratio cannot be less than 2.00:1 at the end of each quarter through
December 31, 2002; thereafter, the fixed charge coverage ratio cannot be less than 2.25:1; and d) funded debt to total
capital plus funded debt cannot exceed 0.27:1. The credit facility aiso contains minimum equity and risk-based capital
requirements and requires the Company’s insurance subsidiaries to maintain at least an A- (Excellent) group rating from
AM. Best.
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MANAGEMENT’S DISCUSSION AND ANALYSIS
(continued)

Should the Company fail to meet one or more of its loan covenants, such occurrence would be considered an event of
default. In the event the Company were unable to provide an allowable remedy for such event of default, the Company’s
lenders would be entitled to certain remedies, including the ability to demand immediate repayment, including payment
in full. Were the Company’s lenders to demand immediate payment in full, the Company could not make such payment
from existing funds and would have to seek replacement financing. Under such circumstances, the Company’s ability to
secure such replacement financing could not be assured, and if obrained, such financing would likely carry higher costs.

At December 31, 2001, the Company did not meet its fixed charge coverage ratio loan covenant, primarily as a result of
the reserve strengthening charge in the fourth quarter described above. The Company’s lenders have waived this violation,
bringing the Company into compliance with its loan covenants. In addition, the Company and its lenders have renegorti-
ated a modification to the fixed charge coverage ratio loan covenant from 2.5:1, to 2.0:1 for the year 2002; and to 2.25:1
beginning in the first quarter of 2003. In connection with the waiver and modification, the applicable margin charged by
the lenders as part of interest costs will increase 25 basis points, or one-quarter of one percent beginning in 2002.

At December 31, 2001, the Company held investments with a fair value of approximately $55.2 million scheduled to
mature during the next twelve months, which, when combined with net cash flows from operating activities, are expected
to provide the Company with sufficient liquidity and working capital. As reported in the accompanying consolidated
statements of cash flows, the Company has generated positive net cash from operations of $33.2 million, $14.8 million and
$14.3 million in 2001, 2000 and 1999, respectively.

Shareholder dividends payable by the Company’s insurance subsidiaries are subject to certain limitations imposed by
Florida and Missouri laws. During 2002, these subsidiaries are permitted, within insurance regulatory guidelines, to pay
dividends of approximately $10.7 million, without prior regulatory approval.

The National Association of Insurance Commissioners has developed risk-based capital (“RBC”) measurements for
insurers, which have been adopted by the Florida and Missouri Departments of Insurance. RBC measurements provide
state regulators with varying levels of authority based on the adequacy of an insurer’s adjusted surplus. At December 31,
2001, the Company’s insurance subsidiaries maintained adjusted surplus in excess of their required RBC thresholds.

The Company’s insurance subsidiaries are subject to assessment by the financial guaranty associations in the states in
which they conduct business for the provision of funds necessary for the settlemenc of covered claims under certain poli-
cies of insolvent insurers. Generally, these associations can assess member insurers on the basis of written premiums in
their particular states.

In addition to standard assessments, the Florida and Missouri legislatures may also levy special assessments to settle
claims caused by certain catastrophic losses. The Company would be assessed on the basis of premiums written. During
2001, a special assessment was levied on First Professionals and APAC that totaled $0.9 million. No special assessments
were made in 2000 and 1999. In addition, the Company could be subject to additional assessments in the future as a result

of damages caused by catastrophic losses, such as a hurricane.

Effective January 1, 2001, the Company adopred FAS No. 133, “Accounting for Derivative Instruments and Hedging
Activities” and FAS No. 138, “Accounting for Certain Derivative Instruments and Certain Hedging Activities, an amend-
ment to FAS No. 133.” FAS No. 133 requires all derivarive financial instruments, such as interest rate swaps, to
be recognized in the financial statements and measured at fair value regardless of the purpose or intent for holding
them. Changes in the fair market value of derivative financial instruments are either recognized periodically in income or
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shareholders’ equity (as a component of accumulated other comprehensive income), depending on whether the derivative

is being used to hedge changes in fair value or cash flows. FAS No. 138 amended the accounting and reporting standards
for certain derivative instruments and hedging activities under FAS No. 133. The adoption of FAS No. 133 did not have a
material effect on the Company’s consolidated financial statements, but did increase total shareholders’ equity by $124
thousand at January 1, 2001 as a cumulative effect of a change in accounting principle.

In June 2001, the Financial Accounting Standards Board (“FASB”) issued FAS No. 141 “Business Combinations.” FAS
No. 141 addresses financial accounting and reporting for business combinations and supersedes Accounting Principles
Board (“APB”) Opinion No. 16, “Business Combinations,” and FAS No. 38, “Accounting for Preacquisition Contingencies
of Purchased Enterprises.” The standard eliminates the pooling of interests method of accounting for business combina-
tions except for qualifying business combinations initiated prior to July 1, 2001 and requires thac all intangible assets be
accounted for separately from goodwill for acquisitions after July 1, 2001. Management believes the adoption of FAS No.
141 will not have a significant impact on the Company’s consolidated financial statements.

In June 2001, the FASB issued FAS No. 142, “Goodwill and Other Intangible Assets.” FAS No. 142 addresses financial
accounting and reporting for acquired goodwill and other intangible assets and supersedes APB Opinion No. 17,

“Intangible Assers.” The standard provides thar goodwill and other intangible assets with indefinite lives are no longer to

be amortized. These assets are to be reviewed for impairment annually, or more frequently if impairment indicators are

present. Separable intangible assets thar have finite lives will continue to be amortized over their useful lives. Impairment

testing is required during the first year of adoption, and any impairment losses resulting from such testing will be reported

as a cumulative effect of a change in accounting principle in the first quarrer of 2002. Upon its adoprion in the first quar-

ter of 2002, the Company will cease the amortization of goodwill, which will have the effect of increasing its reported

| income. Goodwill amortization for the year 2001 was $3.5 million. The Company is also in the process of obtaining inde-

\ pendent valuations of its reporting units as required by the transitional impairment provisions of FAS No. 142. It is

possible that upon completion of the valuations, the Company could be required under the new standards ro recognize a

transitional impairment charge. Should the valuations of the reporting units fall below the carrying values, the relared

goodwill could partially or torally be impaired, and the Company could recognize an impairment charge up to the carry-

ing amount of goodwill or $67.2 million. However, as the Company has not yet completed its valuations, it is too early to
tell whether any charge will be required.

In June 2001, the FASB issued FAS No. 143, “Accounting for Asset Retirement Obligations.” FAS No. 143 addresses

financial accounting and reporting for obligations associated with the retirement of tangible long-lived assets and the

associated asset retirement costs. Although earlier application is encouraged, FAS No. 143 is effective for financial state-

ments issued for fiscal years beginning after June 15, 2002. Management believes the adoption of FAS No. 143 will not have
a significant impact on the Company’s consolidated financial statements.

In August 2001, the FASB issued FAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets.” The
standard provides a unified model for all assets to be disposed of, including the disposal of segments of a business currently
accounted for under APB Opinion No. 30. FAS No. 144 also resolves the implementation issues and inconsistencies in
accounting for assets to be disposed of raised by FAS No. 121 and covers the reporting of discontinued operations. The stan-
dard supersedes FAS No. 121, while retaining the recognition and measurement provisions of FAS No. 121 for long-lived
assets to be held and used and the measurement of long-lived assets to be disposed of by sale. Management believes the
adoprion of FAS No. 144 will not have a significant impact on the Company’s consolidated financial statements.
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MANAGEMENT’S DISCUSSION AND ANALYSIS
(continued)

Marker risk is the risk of loss arising from adverse changes in market conditions, such as changes in interest rates, spreads
among various asset classes, foreign currency exchange rates and other relevant market rate or price changes. Market risk is
directly influenced by the volatility and liquidity in the markets in which the related underlying assets are traded. The fol-
lowing is a discussion of the Company’s primary market risk exposures and how those exposures are currently managed as
of December 31, 2001. The Company’s market risk sensitive instruments are entered into for purposes other than trading.

The fair value of the Company’s debt and equity investment portfolio as of December 31, 2001 was approximately
$349.0 million. Approximately 96.6% of the investment portfolio was invested in fixed maturity securities. The fixed matu-
rity portfolio currently maintains an average Moody’s credit quality of AA.

Generally, the Company does not invest in derivarives and does not currencly use hedging strategies in its investment
portfolio. However, the Company has invested in interest rate swaps to fix the inrerest rate in connection with its revolv-
ing credit facility and term loan.

As of December 31, 2001, the Company’s investments in collateral mortgage obligations (“CMO’s”) and asset-backed
securities represented less than 17% of the fixed-income portfolic. The CMO’s held by the Company were purchased to
improve the Company’s yields and current income. Approximately 22% of the Company’s fixed-income portfolio is allo-
cated to the municipal sector. The balance is diversified through investments in Treasury, agency, and corporate and
mortgage-backed securities. The four market risks that can most directly affect the investment portfolio are changes in
U.S. interest rates, credit risks, prepayment risks and legislative changes, including changes in tax laws that might affect
the taxation of the Company’s invested securities.

From time to time discussion arises in the U. S. Congress relative to changing or modifying the tax-exempt status
of municipal securities. The Company stays abreast of possible legislative acts that could adversely affect the tax-exempt
status of municipal securities. At present, no hedging or other strategies are being used to minimize this risk. However,
the Company has reduced its concentration in tax-exempt municipal securities during 2001 as part of its overall
investment strategy.

The Company manages risks associated with the changes in interest rares by atrempting to manage the duration of its
investments in relation to the duration of its anticipated liabilities (claim payments). The Company invests in securities with
investment grade credit ratings, thereby helping control credit risks. Approximately 61% of the fixed-income portfolio is
AAA or higher; 11.64% is AA; 16.0% is A; and 9.7% is BBB, A standard measure of interest rate sensitivity is effective duration,
which takes into account, among other things, the effect that changing interest rates will have on prepayments and the re-
investment of these funds. The effective duration of the Company’s portfolio is 4.65 years. If interest rates were to increase
100 basis points, the fair value of the Company’s fixed maturity securities would decrease approximately $18.1 million.

The amounts reported as cash flows in the following rable for fixed maturities represent par values at maturity date, and
exclude investment income and expenses and other cash flows. The fair values of fixed maturities are based upon quoted
market prices or dealer quotes for comparable securities. The projected cash flows of the credit facility and term loan and
operating leases approximate fair value as of December 31, 2001. The fair value of the interest rate swaps is estimated using

quotes from brokers and represents the cash requirement if the existing agreement had been settled at year-end.
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PROJECTED CASH FLOWS

DEC 31, 2001
(In thousands) 2002 2003 2004 2005 2006 THEREAFTER  TOTAL FAIR VALUE
ASSETS
Fixed maturity securities,
available for sale $ 6,021 8722 10,930 35,140 20,144 268,959 349916 348,949
LIABILITIES
Credit facility $  (2,111) (1,872) (38,110) - - —  (42,093) (37,000)
Term loan (6,409) (6,166) (4,462) - - — (17,037)  (16,042)
Interest rate swaps (2,066) (1,832) (1,085) — — —  (4,983) (2,934)
Operating leases (2,766) (2,525) (2,545) (2,402) (2,471) (5,626) (18,335)  (18,335)
WEIGHTED AVERAGE
INTEREST RATE
Fixed maturity securities 6.54% 5.55% 473% 6.63% 4.57% 3.49% 4.01%
Credit facilicy 416% 4.16% 4.16% — - — —
Term loan 416% 4.16% 4.16% - — - -
4,44% — -

Interest rate swaps

4.49% - -

On April 28, 2000, the Company filed a Form 8-K notifying the Securities and Exchange Commission of a change in the
Registrant’s certifying accountant. The Company retained the services of PricewaterhouseCoopers LLP as its independent
accountants and replaced KPMG LLP (“KPMG”) effective April 24, 2000. No report of KPMG on the financial statements
of the Company for 1999 or 1998 contained an adverse opinion, or disclaimer of opinion, or was qualified or modified as
to uncertainty, audit scope or accounting principles. Since the engagement of KPMG and through the dare of replacement,
there were no disagreements between the Company and KPMG on any matter of accounting principles or practices, finan-
cial statement disclosure or auditing scope or procedure. The change in independent accountants was approved by the

Audit Committee and the Board of Directors of the Company.
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REPORTS OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

The Board of Directors and Shareholders of
FPIC Insurance Group, Inc.:

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of income,
comprehensive income, changes in shareholders’ equity and cash flows, presenc faitly, in all material respects, the financial
position of FPIC Insurance Group, Inc. and its subsidiaries at December 31, 2001 and 2000, and the results of their
operations and their cash flows for each of the years then ended in conformity with accounting principles generally
accepted in the United States of America. These financial statements are the responsibility of the Company’s management;
our responsibility is to express an opinion on these financial statements based on our audits. We conducted our audits of
these statements in accordance with auditing standards generally accepted in the United States of America, which require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of mate-
rial misstatemnent. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made by management, and evalu-
ating the overall financial starement presentation. We believe that our audits provide a reasonable basis for our opinion.
The consolidated financial statements of the Company for the year ended December 31, 1999 were audited by other
independent accountants whose report dated March 8, 2000 expressed an unqualified opinion on those statements.

¢
/&iﬁz@%% ZLR
Jacksonville, Florida
February 20, 2002,
except as to the matter discussed

in the fifth paragraph of Note 11,
as to which the date is March 26, 2002
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The Board of Directors and Shareholders of
FPIC Insurance Group, Inc.:

We have audited the accompanying consolidated statements of income, comprehensive income, changes in shareholders’
equity, and cash flows of FPIC Insurance Group, Inc. and subsidiaries for the year ended December 31, 1999. These
consolidated inancial starements are the responsibility of the Company’s management. Our responsibility is to express an
opinion on these consolidated financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of America.
Those standards require that we plan and perform the audic to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement presencation. We believe
that our audit provides a reasonable basis for our opinion.

In our opinion, the consolidated statements of income, comprehensive income, changes in stockholders’ equity and
cash flows referred to above present fairly, in all material respects, the results of operations and cash flows of FPIC
Insurance Group, Inc. and subsidiaries for the year ended December 31, 1999, in conformity with accounting principles
generally accepted in the United Startes of America.

KPMe P

Jacksonville, Florida
March 8, 2000
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CONSOLIDATED BALANCE SHEETS

FPIC Insurance Group, Inc.

(In thousands, except share data) As of December 31, 2001 and 2000 2001 » 2000
ASSETS
Cash and cash equivalents $ 75,220 18,967
Bonds and U.S. Government securities, available for sale 348949 385,513
Equiry securities, available for sale 8 . 555
Other invested assets, at equity 2,572 3,134
Other invested assets, at cost 10,962 11,388
Real estate 4255 4,398
Total cash and investments 441966 423,955
Premiums receivable, net of allowance for doubtful accounts ‘

of $734 and $1,659 in 2001 and 2000, respectively 73,362 36,300
Accrued investment income 4,605 5,932
Reinsurance recoverable on paid losses 7,305 7,919
Due from reinsurers on unpaid losses and advance premiums 80,410 | 57,698
Ceded unearned premiums 40,794 10,107
Property and equipment, net 4,727 4,295
Deferred policy acquisition costs 9,001 5,967
Deferred income taxes 19,944 18,271
Finance charge receivable 227 471
Prepaid expenses 1,664 1,662
Goodwill and identifiable intangibles, net 58,542 | 60,869
Federal income tax receivable 5272 8,519
Other assets 10,478 10,233

Total assets $ 758297 | 652,198
LIABILITIES AND SHAREHOLDERS’ EQUITY i
Loss and loss adjustment expenses $ 318483 281,295
Unearned premiums 146,761 | 100,066
Reinsurance payable 26,689 6,518
Paid in advance and unprocessed premiums 9,942 6,146
Revolving credit facility 37,000 67,219
Term loan 16,042 —
Accrued expenses and other liabilities 28806 . . 18427
Total liabilities 583,723 479,671
Commitments and contingencies (Note 18) }
Common stock, $.10 par value, 50,000,000 shares authorized; 9,337,755 and ;

9,380,353 shares issued and outstanding at December 31, 2001 and 2000, respectively 934 . 938
Additional paid-in capital 37,837 37,827
Unearned compensation - (105)
Accumulated other comprehensive (loss) income (26) 968
Retained earnings 135,829 132,899

Total shareholders’ equity 174,574 172,527
Total liabilities and shareholders’ equity $ 758297 | 652,198

See accomparnying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF INCOME
FPIC Insurance Group, Inc.

(in thousands, except per common share data) For the years ended December 31, 2001 — 200(5 V 1999
REVENUES
Net premiums earned $ 131,058 120,454 118,072
Claims administration and management fees 35,504 30,026 26,805
Net investment income 23,322 24,998 19,068
Commission income 5,048 3464 2,476
Ner realized investment gains (losses) 1,429 (91) 351
Finance charge and other income 1,168 3,413 3,732
Total revenues 197,529 182,264 170,504
EXPENSES
Net losses and loss adjusement expenses 128,346 122,766 80,968
Orher underwriting expenses 25,684 20,677 21,014
Claims administration and management expenses 33,351 30,706 26,297
Interest expense 4,566 4,291 3,981
Other expenses 4,497 6,795 7,041
Total expenses 196,444 185,235 139,301
Income (loss) before income taxes 1,085 (2,971) 31,203
Income tax (benefit) expense (1,845) (3,585) 9,334
Net income $ 2,930 614 21,869
Basic earnings per common share $ 0.31 0.06 2.24
Diluted earnings per common share $ 0.31 0.06 2.19
Basic weighted average common shares outstanding 9,383 9,497 9,748
Diluted weighted average common shares outstanding 9,468 9,571 10,007

See accompanying notes to consolidated financial statements.
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CONSQOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
FPIC Insurance Group, Inc.

i thousands) Fo the years ended Decomber 31, - 2001 2000 1995
Net income $ 2,930 614 21,869
Other comprehensive income

Cumulative effect of change in accounting principle (Note 2) $ 124 — -
Unrealized holding gains (losses) on securities

arising during the period 1,198 14,697 (22,068)
Unrealized holding losses on derivative financial

instruments arising during the period (2,819) — —
Income tax benefit (expense) related to unrealized

gains and losses 503 (5,234) 7,952
Other comprehensive (loss) income (994) 9,463 (14,116)

7753

Comprehensive income $

1,936

10,077

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF CHANGES
IN SHAREHOLDERS’ EQUITY
FPIC Insurance Group, Inc.

ACCUMULATED

ADDITIONAL OTHER
(In thousands) For the years ended COMMON PAID-IN UNEARNED COMPREHENSIVE  RETAINED
December 31, 2001, 2000 and 1999 STOCK CAPITAL COMPENSATION INCOME EARNINGS  TOTAL
Balance, December 31, 1998 $ 952 34,299 (357) 5,621 110,416 150,931
Net income — — — — 21,869 21869
Compensation earned on
issuance of stock options - - 126 - — 126
Unrealized loss on debt
and equity securities, net — — — (14,116) — (14,116)
Issuance of shares, net 10 7,559 — — - 7,569
Balance, December 31, 1999 $ 962 41,858 (231) (8,495) 132,285 166,379
Net income - - — - 614 614
Compensation earned on
issuance of stock options - - 126 - - 126
Unrealized gain on debt
and equity securities, net — - — 9,463 — 9,463
Repurchase of shares, net (24) (4,031) - - —  (4,055)
Balance, December 31, 2000 $ 938 37,827 (105) 968 132,899 172,527
Cumulative effect of change in
accounting principle (Note 2) - — — 124 - 124
Net income — - - — 2,930 2,930
Compensation earned on
issuance of stock options - - 105 - - 105
Unrealized loss on derivative
financial instruments, net - - - (1,896) - (1,896)
Unrealized gain on debt
and equity securities, net - - - 778 — 778
Repurchase of shares, net (4) 10 — - - 6
Balance, December 31, 2001 $ 934 37,837 - (26) 135,829 174,574

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF CASH FLOWS

FPIC lnsurance Group, Inc.

(In thousands) For the years ended December 37, 2001

2000 1999
Cash flows from operating activities:
Net income $ 2,930 ! 614 21,869
Adjustments to reconcile net income to cash provided by i
operating activities: |
Depreciation, amortization and accretion 5,139 3,944 5,909
Realized (gain) loss on sale of investments (1,429) | 91 (351)
Realized (gain) loss on sale of property and equipment (17) 46 16
Noncash compensation 105 126 126
Net loss from equity investments S11 188 339
Deferred income tax (benefit) expense (973) ! (3,276) 1,097
Writedown of goodwill to net realizable value - - 436
Bad debt expense 191 | 1,139 352
Changes in assets and liabilities:
Premiums receivable, net (37,074) ¢ (2,651) 965
Accrued investment income 1,327 (506) (25)
Reinsurance recoverable on paid losses 614 ‘ 6,830 -
Due from reinsurers on unpaid losses and advance premiums (22,712) | 702 —
Ceded unearned premiums (30,687) ‘ (3,824) —
Deferred policy acquisition costs (3,034) . (3,178) (526)
Prepaid expenses and finance charge receivable 242 | (525) (652)
Other assets and accrued expenses and other liabilities 7,011 1 (319) (2,611)
Loss and loss adjustment expenses 37,188 8,203 (6,790)
Unearned premiums 46,695 7,764 3234
Reinsurance payable 20,171 3,179 (4,880)
Paid in advance and unprocessed premiums 3,796 687 (308)
Federal income tax receivable 3,247 (4,391) (3,857)
Net cash provided by operating activities 33,241 14,843 14,343
Cash flows from investing activities: |
Proceeds from sale or maturity of bonds ‘
and U.S. Government securities 221,596 | 59,373 69,471
Purchase of bonds and U.S. Government securities (182,930) ¢ (59,351) (61,578)
Proceeds from sale of equity securities, net 513 966 236
(Purchase) sale of real estate investments, net (112) 302 (902)
Sale (purchase) of other invested assets, net 477 | (813) (704)
Purchase of property and equipment, net (2,362) (1,913) (1,556)
Proceeds from sale of subsidiary — 185 —
Purchase of subsidiary’s net other assets and stock ~- 5) (50)
Purchase of goodwill and intangible assets - (1,895) (50,986)
Net cash provided by (used in) investing activities 37,182 (3,151) (46,069)
Cash flows from financing activities: :
(Payment) receipt of revolving credic facility, net (14,176) 1 4,500 35,554
Issuance (buyback) of common stock, net 6 (4,055) (4,061)
Nert cash (used in) provided by financing activities (14,170} 445 31,493
Net increase (decrease) in cash and cash equivalents 56,253 . 12,137 (233)
Cash and cash equivalencs at beginning of period | 18,967 ! 6,830 7,063
Cash and cash equivalents at end of period T$ 75,220 18,967 6,830

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF CASH FLOWS
(continued)

(In thousands) For the years ended December 37, 2000

1999

Supplemental disclosure of cash flow activities:
Interest paid $ 4,190 3,769

4,016

Federal income taxes paid $ 540 3,556

6,634

Supplemental schedule of noncash investing and financing activities:

Effective January 1, 2000, the Company’s insurance subsidiaties
entered into a 100% quota share reinsurance agreement to
assume the death, disability and rerirement risks under
Physicians’ Reciprocal Insurers’ (“PRI”) claims-made insurance
policies. The Company received cash and bonds in exchange
for business assumed from PRI recorded as follows:

Assumed unearned premiums $ - 33,749

Reduction in net goodwill and intangible assets — 13,205

Receipt of bonds at market — (44,194)

Net cash received $ — 2,760

Effective January 1, 1999, the Company purchased all of
the capiral stock of Administrators for the Professions, Inc.
for $53,830 and a 70% equity interest in a limited liabilicy
company for $2,500. In conjunction with the acquisitions,
common stock was issued as follows:
Common stock issued and related additional paid-in-capital |$ - —
Goodwill and other tangible and intangible assets acquired — —

11,630
(56,330)

Net cash paid $ — —

(44,700)

See accompanying notes to consolidated financial statements.
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Note 1.
Organization
and Nature of
Operations

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

FPIC Insurance Group, Inc.

(Dollars in thousands, except per share amounts and elsewhere as noted)

FPIC Insurance Group, Inc. {the “Company”) is an insurance holding company. As of December 31, 2001, the Company’s
principal direct and indirect subsidiaries include First Professionals Insurance Company, Inc. (“First Professionals,” for-
merly known as Florida Physicians Insurance Company, Inc.), Anesthesiologists Professional Assurance Company
(“APAC”), FPIC Insurance Agency, Inc., Administrators for the Professions, Inc. (“AFP”) and its two subsidiaries, FPIC
Intermediaries, Inc. (“Intermediaries”) and Group Data Corporation (“Group Data”); The Tenere Group, Inc. {“Tenere”)
and its four subsidiaries, Intermed Insurance Company (“Intermed”), Interlex Insurance Company (“Interlex”), Trout
Insurance Services, Inc. and Insurance Services, Inc.,, McCreary Corporation (“McCreary”) and its subsidiary, Employers
Mutual, Inc. (“EMI”); and its two subsidiaries, FPIC Services, Inc. and Professional Strategy Options, Inc. Effective January 1,
2002, McCreary and EMI were consolidated by legal entity merger, with EMI continuing as the surviving entity.

First Professionals is a licensed casualty insurance carrier and writes medical professional liability (“MPL”) insurance for
physicians, dentists, and other healthcare providers. APAC is a licensed casualty insurance carrier and writes MPL insur-
ance for anesthesiologists. Intermed and Inrerlex are licensed casualty insurance carriers and write professional liability
insurance for physicians and attorneys, respectively.

The Company, through First Professionals, APAC, Intermed and Interlex, operates in the property and casualty insur-
ance industry and is a provider of MPL and legal professional liability (“LPL”) insurance primarily in Florida and Missouri.
In addition to Florida and Missouri, the Company is licensed to write insurance in Alabama, Arizona, Arkansas, Delaware,
Georgia, llinois, Indiana, Kansas, Kentucky, Maine, Maryland, Michigan, Minnesota, Mississippi, Montana, North
Carolina, Ohio, Pennsylvania, Tennessee, Texas, Utah, Virginia, Washington and West Virginia. In addition, the Company
is subject ro regulation by the Departments of Insurance in these states.

Through McCreary and EMI, the Company offers third-party administration services (“TPA”), which it operates as
a separate industry segment. The TPAs specialize in the administration of self-insured plans for large employers and
managed-care organizations, as well as group accident and health, workers’ compensation, and general liability and
property insurance.

Through AFP, the Company acts as administrator and attorney-in-fact for Physicians’ Reciprocal Insurers (“PRI”), the
second largest medical professional liability insurer for physicians in the state of New York. As such, AFP’s primary busi-
ness is the management and administration of PRI on behalf of its physician members. Intermediaries acts as a reinsurance
broker and intermediary in the placement of reinsurance. Group Data acts as a broker in the placement of annuities for
structured settlements. Professional Medical Administrators, LLC (“PMA”), a 70% owned subsidiary of the Company, pro-
vides brokerage and administration services for professional liability insurance programs,

The Company’s three industry segments are insurance, third-party administration services and reciprocal management.
For financial information relating to the Company’s industry segments, see Note 21.

Risks inherent in the Company’s operations include legal/regularory risk, credit risk, underwriting risk and market risk.
Following is a description of these risks.

Legal/Regulatory Risk is the risk that changes in the legal or regulatory environment in which an insurer operates will
change and create additional costs or expenses not anticipated by the insurer in pricing its products. That is, regulatory
initiatives designed to reduce insurer profits or new legal theories may create costs for the insurer beyond those currently
tecorded in the consolidated financial statements. This risk is concentrated in Florida and Missouri, where the Company
writes approximately 57% and 11% of its insurance business, respectively.

Credit Risk is the risk chat issuers of securities owned by the Company will default, or other parties, including reinsurers
that owe the Company money, will not pay. Financial instruments that potentially expose the Company to concentrations
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of credit risk consist primarily of fixed maturity investments, premiums receivable, deposits with reinsurers and assets car-

ried for reinsurance recoverable related to unpaid losses and LAE and unearned premiums. The Company requires that
deposits with unauthorized reinsurers be held in trust and that other net reinsurance assets be collateralized by other sim-
ilar assets held in trust or by irvevocable leters of credit. The Company has not experienced significant losses related to
such deposits.

Underwriting Risk is the risk that the insurer does not market and price its products, or select its insured risks, in accor-
dance with its chosen underwriting criteria. Such criteria are generally based upon the expected loss experience for
particular types, classes and geographic locations of the insured risks. Unlike other businesses, insurers must price and sell
their products before the actual loss costs associated with those insureds are known. Therefore, to the extent the acrual
insurance-relared results of an insurer before consideration of investment income fail to correspond with the related pric-
ing and/or selection criteria, an underwriting gain or loss occurs.

Marker Risk is the risk that a change in interest rates will cause a decrease in the value of an insurer’s investments. To the
extent that liabilities come due more quickly than assets mature, an insurer would have to sell assets prior to maturity and
recognize a gain or loss.

BASIS OF PRESENTATION. The accompanying consolidated financial scatements have been prepared in conformiry
with accounting principles generally accepted in the United States of America (“GAAP”). These financial statements
include the accounts of the Company and all of its wholly owned and majority-owned subsidiaries. Certain other entities
in which the Company has significant investment are reported on the equity basis. Intercompany transactions and bal-
ances have been eliminared in consolidation.

USE OF ESTIMAT The preparation of financial statements in conformity with GAAP requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets
and liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the report-
ing period. The estimates most susceptible to change are those used in determining the liability for losses and loss
adjustment expenses (“LAE”). Although considerable variability is inherent in these estimates, management believes that
these liabilicies are adequate. However, there can be no assurance that these amounts will not differ from acrual resulrs.
Furthermore, given the size and prominence of the liability for losses and LAE to the financial statements, any such dif-
ferences, positive or negative, may be material to financial position and results of operations.

In connection with the year-end review of the Company’s estimates and accruals for 2001, management reduced the
allowance for bad debts by $1.0 million. This adjustment was made to reflect management’s best estimare of the appro-

priate level needed, considering prior years experience and the balances outstanding at year-end.

CASH AND CASH EQUIVALENTS. For purposes of the consolidated statements of cash flows, the Company considers
all demand deposits, overnight investments and instruments with a maturity when purchased of three months or less to
be cash equivalents.

INVESTMENTS. The Company accounts for its investments in debt and equity securities under Statement of Financial
Accounting Standard (“FAS”) No. 115, “Accounting for Certain Investments in Debt and Equity Securities.” Under the
provisions of FAS No. 115, the Company is required to classify investments in debr and equity securities into one of three
categories: held-to-marurity, available-for-sale or trading. All of the Company’s investments in debt and markerable
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (continued)
(Dollars in thousands, except per share amounts and elsewhere as noted)

equity securities are classified as available-for-sale on the consolidated balance sheet, with the change in fair value during
the period excluded from earnings and recorded net of tax as a component of other comprehensive income.

Market values for debt and equity securities were based on quoted market prices. Where a quoted market price was not
available, fair value was measured utilizing quoted markert prices for similar securities or by using discounted cash
flow methods.

Other invested assets include investments in three limited partnerships. Two of the partnerships invest in stocks and
other financial securities of both publicly and nonpublicly traded companies, primarily in the insurance and financial serv-
ices industries. The third partnership is a diversified real estate fund. The Company also has investments in two
corporations. The Company accounts for these investments using the cost method based on the Company’s percentage of
ownership and its inability to control the entities.

In addition, the Company has an interest in a corporation and another limited partnership. These investments are
accounted for under the equity method of accounting due to the significance of the Company’s investment.

Income on investments includes the amortization of premium and accretion of discount on the yield-to-maturity
method relating to debt securities acquired at other than par value. Realized investment gains and losses are determined
on the basis of specific identification. Declines in the fair value of securities considered to be other than temporary, if any,
would be recorded as realized losses in the consolidated statements of income.

Real estate investments consist of a building, rental units and developed land. These investments are carried at cost less
accumulared depreciarion. Depreciation is computed over the estimated useful lives of the property (exclusive of land,
which is non-depreciable), using the straight-line method. Estimated useful lives range from twenty-seven to thirty-nine
years. Rental income and expenses are included in net investment income.

8L RaxCE. The Company records its reinsurance contraces under the provisions of FAS No. 113, “Accounting and
Reporting for Reinsurance on Short-Duration and Long-Duration Contracts.” In the ordinary course of business, the
Company’s insurance subsidiaries assume and cede business to other insurance companies. These arrangements provide
greater diversification of business and minimize the net loss potential arising from large insurance risks.

For 1999 and prior, the Company reinsured risks under the MPL policies issued by its four insurance subsidiaries in
excess of $500 per loss, except on the Company’s anesthesiology program in which the Company reinsured risks in excess
of $750. The Company reinsured risks associated with these policies under treaties pursuant to which reinsurers agreed to
assume those risks insured by the Company in excess of its individual risk retention level and up to its maximum individ-
ual policy limit offered.

The Company changed its MPL ceded reinsurance program during 2000. In 2000 and 2001, the Company reinsured risks
in excess of $250 per loss subject to an annual aggregate deductible, except for the Company’s anesthesiologist program in
which the Company reinsured risks in excess of $187. In 2000, the Company’s annual aggregate deductible was $9.0 million.
In 2001, the Company’s annual aggregare deductible was 10.73% of subject written premium that would otherwise qualify
as reinsurance under the agreement. The annual aggregate deductible retained in 2001 was approximately $12.9 million.

Reinsurance recoverables include the balances due from reinsurance companies for paid and unpaid losses and LAE that
will be recovered from reinsurers, based on contracts in force. Amounts recoverable from reinsurers are estimated in a man-
ner consistent with the claim liability associated with the reinsured policy. Reinsurance contracts do not relieve the
Company from its primary obligations to policyholders. Failure of reinsurers to honor their obligations could result in
losses to the Company. The Company evaluates the financial condition of its reinsurers and monitors concentrations of credit

risk with respect to the individual reinsurers, which participate in its ceded programs to minimize its exposure to significant
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losses from reinsurer insolvencies. The Company holds collateral in the form of letters of credit or trust accounts for amounts

recoverable from reinsurers that are not designated as authorized reinsurers by the domiciliary Deparements of Insurance.

PROPERTY AND EQUiPMENT. The cost of property and equipment is depreciated over the estimated useful lives of the
related assets ranging from three to fifteen years. Depreciation is computed on the straight-line basis. Leasehold improve-
ments are stated at cost less accumulated amortization and amortized over the shorter of the useful life or the term of the
lease. Gains and losses upon asset disposal are taken into income in the year of disposition.

ODEFERRED POLICY ACQUISITION COSTS. Deferred policy acquisition costs consist primarily of commissions and pre-
mium taxes that vary with and are primarily related to the production of new and renewal insurance business. Acquisition
costs are deferred and amortized over the period in which the related premium is earned. Deferred policy acquisition costs
are reviewed to determine if they are recoverable from future income, including investment income. If such costs are esti-
mated to be unrecoverable, they are expensed. Commissions and brokerage fee expenses incurred by the Company’s
non-insurance businesses are expensed as incurred.

INCOME TAXES. The Company accounts for income taxes in accordance with FAS No. 109, “Accounting for Income

Taxes.” Deferred tax assets and liabilities are recognized for the future tax consequences attributable to temporary differ-
ences between the financial statement carrying amounts of existing assets and liabilities and their respective tax bases and
operating loss and tax credit carryforwards. Deferred tax assets and liabilities are measured using enacted tax rates expected
to apply to taxable income in the years in which those temporary differences are expected to be recovered or settled. The
effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period that includes the
enactment date. A valuation allowance against deferred tax assets is recorded if it is more likely than not, that all or some
porttion of the benefits related to the deferred rax assets will not be realized. Valuation allowances are based on estimares of
taxable income and the period over which deferred tax assets will be recoverable. In the event thar actual results differ from
these estimates or these estimates are adjusted in future periods, the Company may need to establish a valuation allowance,
which would impact the Company’s financial position and results of operations. No such valuation allowance has been
established to date, as the Company believes it is more likely than not thar its deferred tax assets will be fully realized.

GOODWILL AND INTANGIBLE ASSETS. Goodwill represents the aggregare cost of companies acquired over the fair
value of net assets at the date of acquisition and is being amortized into income using the straighc-line method over peri-
ods ranging from ten to twenty-five years. Management regularly reviews the carrying value of goodwill by determining
whether the unamortized value of the goodwill can be recovered through undiscounted future operating cash flows of the
acquired operation.

Intangible assets represent trade secrets acquired and noncompete agreements entered into in connection wich business
combinations. These assets are amortized into income over periods corresponding with their cerms or useful lives that
range from three to ten years using the straight-line method. Management regularly reviews the carrying value of intangible
assets by determining whether the amortization of the intangible assets can be recovered through undiscounted future
operating cash flows of the acquired operarion.

In the event goodwill or another intangible asset is impaired, a loss is recognized based on the amount by which the car-

rying value exceeds the fair value of the respective asset. Fair value is determined primarily using anticipated cash flows at
a rate commensurate with the risk involved. Losses on assets to be disposed of are determined in a similar manner, except
that fair values are reduced for the cost of disposal. For additional information on goodwill and intangible assets, see the
discussion under New Accounting Pronouncements that follows on page 49.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (continued)
(Dollars in thousands, except per share amounts and elsewhere as noted)

REVENUE ZECOCNITICN. Premiums are earned and recognized as revenues on a monthly pro rata basis over the terms
of the underlying policies. Policy terms do not exceed one year. Unearned premiums represent the portion of written pre-
miums that relate to future periods. Premiums received in advance of the policy year are recorded as premiums collected
in advance in the consolidated balance sheet. Claims administration and management fee income is recognized when
earned over the life of the contracts.

Management fees of the reciprocal management segment, determined as a percentage of PRI premiums, are recognized
as billed and earned under the contract, which generally corresponds with the reported premiums wricten of PRI. The
incentive portion of such revenue is calculated as 10% of the statutory net income or loss of PRI Such revenue is estimated
and accrued over the year, and adjusted to actual at each year-end based upon the actual reported statutory operating
results of PRL

Claims administration and management fees of the TPA segment are generally subject to contractual arrangements and
are recognized as billed, which closely corresponds with the provision of those services to customers.

Commission income for both non-insurance segments is associated with the placement of reinsurance with outside

reinsurers on behalf of PRI and various TPA customers. Commissions and brokerage fees are recognized as earned rev-
enues at the later of the billing or the effective date as there is no obligation to perform any services after that date.
LCSS AND LTSS AD;USTMENT ZXPINSES. Asmore fully described in Note 14, the Company estimates its liability for
loss and LAE using actuarial projections of ultimate losses and LAE and other quantitative and qualitative analyses of con-
ditions expected to affect the future development of claims and related expenses. The estimated liability for losses is based
upon paid and case reserve estimates for losses reported, adjusted through formula calculations to develop ultimate loss
expectations; related esrimates of incurred but not reported losses and expected case reserve development based on past
experience and projected future trends; deduction of amounts for reinsurance placed with reinsurers, and estimates
received related to assumed reinsurance. Amounts attributable to ceded reinsurance derived in estimating the liability for
loss and LAE are reclassified as assets in the consolidated balance sheets as required by FAS No. 113. The liability for LAE
is provided by estimating future expenses to be incurred in the settlement of claims provided for in the liability for losses
and is estimated using similar actuarial techniques.

The liabilities for losses and LAE and the related estimation methods are continually reviewed and revised to reflect cur-
rent conditions and trends. The resulting adjustments are reflected in the operating results of the current year. While
management believes the liabilities for losses and LAE are adequate to cover the ultimate liability, the actual ultimace loss
costs may vary from the amounts presently provided and such differences may be material.

The Company also has direct and assumed liabilities under covered extended reporting endorsements associated with
claims-made MPL policy forms, which generally provide, at no additional charge, continuing MPL coverage for claims-
made insureds in the event of death, disability ot retitement. These liabilities, which possess elements of both loss resetves
and pension liabilities, are carried within unearned premiums and are estimated using assumptions for mortality, mor-

bidity, retirement, interest and inflation.

PER SHARZT DATA. Basic earnings per share are calculated by dividing net income by the weighted average number of
common shares outstanding during the year. Diluted earnings per common share are calculated using the combination
of dilutive common share equivalents and the weighted average number of common shares outstanding during the period.
Diluted loss per common share for the three months ended December 31, 2001 is based only on the weighted average
number of common shares outstanding during the period, as the inclusion of 115 common stock equivalents would have

been antidilutive.
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ACCOUNTING FOR STOCK-BASED COMPEINSATION. FAS No. 123, “Accounting for Stock-based Compensation”

requires the fair value of stock oprions and other stock-based compensation issued to employees to either be recognized

as compensation expense in the income statement, or be disclosed as a pro forma effect on net income and earnings per
share in the footnotes to the Company’s consolidated financial statements. The Company elected ro adopt FAS No.123 on
a disclosure basis only and will continue to measure stock-based compensation in accordance with Accounting Principles
Board Opinion (“APB”) No. 25, “Accounting for Stock Issued to Employees,” using intrinsic values with appropriate dis-
closures under the fair value based method as required by FAS No. 123.

COMMITMENTS AND CONTINGENCIES. Liabilities for loss contingencies arising from claims, assessments, litigation,
fines and penalties, and other sources are recorded when it is probable that a liability has been incurred and the amount
of the assessment and/or remediation can be reasonably estimated.

INTEREST RATE SWAP. The Company uses derivative financial inscruments, specifically interest rate swaps, to manage
market risks related to changes in interest rates associated with its revolving credit facility and term loan. The differential
to be paid or received as interest rates change is accrued and recognized as an adjustment on interest expense related to the
debt. The related amount payable to or receivable from the counter parties are included as adjustments to accrued inter-
est. See Note 12 for additional information related to the interest rate swaps. The Company does not currently hold or
issue any other derivative financial instruments for crading purposes.

RICLASSIFICATICN. Certain amounts for 2000 and 1999 have been reclassified to conform to the 2001 presentation.

NEW ACCOUNTING PRONCUNCEMENTS. Effective January 1,2001, the Company adopted FAS No. 133, “Accounting
for Derivarive Instruments and Hedging Activities,” and FAS No. 138, “Accounting for Cerrtain Derivative Instruments and
Certain Hedging Activities, an Amendment to FAS No. 133.” FAS No. 133 requires all derivative financial instruments,
such as interest rate swaps, to be recognized in the financial statements and measured at fair value regardless of the pur-
pose or intent for holding them. Changes in the fair market value of derivative financial instruments are either recognized
periodically in income or shareholders’ equiry {as a component of accumulared other comprehensive income), depending
on whether the derivative is being used to hedge changes in fair value or cash flows. FAS No. 138 amended the accounting
and reporting standards for certain derivative instruments and hedging acrivities under FAS No. 133. The adoption of FAS
No. 133 did not have a marerial effect on the Company’s consolidated financial statements, but did increase total share-
holders’ equity by $124 at January 1, 2001 as a cumulative effect of a change in accounting principle.

In June 2001, the Financial Accounting Standards Board (“FASB”) issued FAS No. 141 “Business Combinations.” FAS
No. 141 addresses financial accounting and reporting for business combinations and supersedes APB Opinion No. 16,
“Business Combinations,” and FAS No. 38, “Accounting for Preacquisition Contingencies of Purchased Enterprises.” The
standard eliminares the pooling of interests method of accounting for business combinations except for qualifying busi-
ness combinations initiated prior to July 1, 2001 and requires that all intangible assets be accounted for separately from
goodwill, for acquisitions after July 1, 2001. Management believes the adoption of FAS No. 141 will not have a significant

impact on the Company’s consolidated financial statements.

In June 2001, the FASB issued FAS No. 142, “Goodwill and Other Intangible Assets.” FAS No. 142 addresses financial
accounting and reporting for acquired goodwill and other intangible assets and supersedes APB Opinion No. 17,
“Intangible Assets.” The standard provides that goodwill and other intangible assets with indefinite lives are no longer to
be amortized. These assets are to be reviewed for impairment annually, or more frequently if impairment indicators are
present. Separable intangible assets that have finite lives will continue to be amortized over their useful lives. Impairment
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (continued)

(Dollars in thousands, except per share amounts and elsewhere as noted)

testing is required during the first year of adoption and any impairment losses resulting from such testing will be reported
as a cumulative effect of a change in accounting principle in the first quarter of 2002. Upon its adoption in the first quar-
ter of 2002, the Company will cease the amortization of goodwill, which will have the effect of increasing its reported
income. Goodwill amortization for the year 2001 was $3.5 million. The Company is also in the process of obtaining inde-
pendent valuations of its reporting units as required by the transitional impairment provisions of FAS No. 142. It is
possible that upon complerion of the valuations, the Company could be required under the new standards to recognize a
transitional impairment charge. Should the valuations of the reporting units fall below the carrying values, the relared
goodwill could be partially or torally impaired, and the Company could recognize an impairment charge up to the carry-
ing amount of goodwill, or $67.2 million. However, as the Company has not yet completed its valuations, it is too eatly to
tell whether any charge will be required.

In June 2001, the FASB issued FAS No. 143, “Accounting for Asset Retirement Obligations.” FAS No. 143 addresses
financial accounting and reporting for obligations associated with the retirement of tangible long-lived assets and the
associated asset retirement costs. Although earlier application is encouraged, FAS No. 143 is effective for financial state-
ments issued for fiscal years beginning after June 15,2002. Management believes the adoption of FAS No. 143 will not have
a significant impact on the Company’s consolidated financial stacements.

In August 2001, the FASB issued FAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets.” The
standard provides a unified model for all assets to be disposed of, including the disposal of segments of a business cur-
rently accounted for under APB Opinion No. 30. FAS No. 144 also resolves the implementation issues and inconsistencies
in accounting for assets to be disposed of raised by FAS No. 121 and covers the reporting of discontinued operations. The
standard supersedes FAS No. 121, while retaining the recognition and measurement provisions of FAS No. 121 for long-
lived assets to be held and used and the measurement of long-lived assets to be disposed of by sale. Management believes
the adoption of FAS No. 144 will not have a significant impact on the Company’s consolidated financial statements.

On March 22, 2000, the Company entered into agreements (the “new agreements”) with the sellers of McCreary and EMI
to fix the remaining payments due under their prior respective acquisition agreements, thereby effectively eliminating
the contingent terms under those agreements. Under the new agreements, the Company paid the sellers of McCreary $1.7
million on July 31, 2000, and agreed to pay the sellers of EMI $227 and $538 on March 27, 2000 and March 1, 2001, respec-
tively. These payments increased the original purchase price and the recorded goodwill, accordingly.
139% BUSINESS ACQUISITIONS Effective January 1, 1999, the Company purchased all of the outstanding capital stock
of AFP and a 70% interest in PMA for aggregate consideration equal to $56.3 million, paid in cash of $44.7 million and
Company common stock. The earnings of PMA are not material to the consolidated results of the Company.

For the year ended December 31, 1999, the purchase had the following impact, which is included in the consolidated

financial statements.

1999
Revenues $ 20,650
Expenses 18,552
Net income 1,011
Earnings per share .10
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On March 17, 1999, the Company’s subsidiary, First Professionals, purchased all of the outstanding common stock of
Tenere for $19.6 million in cash. Included in the net assets acquired was approximately $14.0 million in cash. Tenere, head-
quartered in Springfield, Missouri, is a stock holding company, with two primary insurance subsidiaries, Intermed and
Interlex. Intermed and Interlex provide MPL and LPL insurance. For the nine and a half months ended December 31, 1999,
the purchase had the following impact, which is included in the consolidated financial statements:

1999
Revenues $ 8217
Expenses 9,303
Nert loss (689)
Loss per share (.07)

Had Tenere been included in the consolidated results of operations for the Company for the year ended December 31,
1999, the following increases and (decreases) would have resulted:

UNAUDITED

PRO FORMA 1999

Revenues $ 9,565
Expenses 13,920
Net loss (2,484)
Loss per share (.25)

On August 6, 1999, the Company’s subsidiary, EMI, purchased all of the assets of Brokerage Services, Inc. (“BSI”) and
Group Brokerage, Inc. (“GBI”), related corporations headquartered in Albuquerque, New Mexico. BSI and GBI provided
third-party administration services for self-insured and fully insured health plans. The consideration paid by EMI for such
assets aggregated approximately $1.0 million. For the five months ended December 31, 1999, the purchase had the fol-
lowing impact, which is included in the consolidared financial statements:

1999

Revenues $ 1,364
Expenses 1,705

Net loss (223)
Loss per share (.02)

Had the assets of BSI and GBI been included in the consolidated results of operations for the Company for the year
ended December 31, 1999, the following increases and (decreases) would have resulted:

UNAUDITED

PRO FORMA 1999
Revenues $ 3,825
Expenses 4,661
Nerc loss (543)
Loss per share (.05)
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(Dollars in thousands, except per share amounts and elsewhere as noted)

Fair value estimates are made as of a specific point in time based on the characteristics of the financial instruments and
the relevant marker information. Where available, quoted market prices are used. In other cases, fair values are based on
estimates using valuation techniques, such as discounting estimarted future cash flows using a rate commensurate with the
risks involved or other acceptable methods. These techniques involve uncertainties and are significantly affected by the
assumptions used and the judgments made regarding risk characteristics of various financial instruments, prepayments,
discount rates, estimates of future cash flows, future anticipated loss experience and other factors. Changes in assumptions
could significantly affect these estimates. Independent market dara may not be available to validate those fair value esti-
mates that are based on internal valuation techniques. Moreover, such fair value estimates may not be indicative of the
amounts that could be realized in an immediate sale of the instrument. Also, because of differences in methodologies and
assumptions used to estimate fair value, the Company’s fair values may not be comparable to those of other companies.

Fair value estimates are based on existing financial inscruments without attempzing to estimate the value of anticipated
furure business and the value of assets and liabilities that are not considered financial instruments. Accordingly, the aggre-
gate fair value amounts presented do not represent the underlying value of the Company. For certain assets and liabilities,
the information required is supplemented with additional information relevant to an understanding of the fair value.

The following methods and assumptions were used to estimate the fair value of each class of financial instruments for

which it is practicable to estimate that value:

Cash and cash equivalents — Carrying value approximates the fair value because of the short marurity of these instruments.
Bonds and equity securities — Fair value was estimated based on bid prices published in financial newspapers or by using dis-
counted cash flow methods.

Other invested assets - Fair value was estimated based on the percentage of net assets owned.

Revolving credit facility - Carrying value approximates the fair value.

Interest rate swaps - Fair value was estimated using quotes from brokers and represents the cash requirement if the existing
agreement had been settled at year-end.

The following table presents the carrying values and estimaced fair values of the Company’s financial instruments as of
December 31, 2001 and 2000.

DECEMBER 31, 2001 ’ DECEMBER 31, 2000

CARRYING ESTIMATED CARRYING ESTIMATED
VALUE FAIR VALUE VALUE FAIR VALUE
Financial assets

Cash and cash equivalents $ 75,220 75,220 18,967 18,967
Bonds 348,949 348,949 385,513 385,513
Equity securities 8 8 555 555
Other invested assets 13,534 15,272 14,522 11,657
Total financial assets $ 437711 439,449 419,557 416,692

Financial liabilities
Interest rate swaps $ 2,943 2,943 — 124
Revolving credit facility 37,000 37,000 67,219 67,219
Term loan 16,042 16,042 - —
Tortal financial liabilities 3 55,985 55,985 67,219 67,343
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The amortized cost and estimated fair value of investments in debt and equity securities as of December 31,2001 and ~ Note 5.

2000 were as follows: {nvestments
- —‘GROES T 7GRO‘SS
AMORTIZED UNREALIZED UNREALIZED FAIR
2001 cosT GAINS LOSSES VALUE
Bonds
Corporate securities $ 104,175 2,357 1,814 104,718
Mortgage-backed securities 100,488 1,693 1,085 101,096
States, municipalities and
political subdivisions 94,304 1,999 1,225 95,078
United States Government
agencies and authorities 47,157 945 45 48,057
Total bonds 346,124 6,994 4,169 348,949
Equity securities
Common stocks 7 2 1 8
Total equity securities 7 2 1 8
Total securities available-for-sale 3 346,131 6,996 4,170 348,957
GROSS GROSS
AMORTIZED UNREALIZED UNREALIZED FAIR
2000 cosT GAINS LOSSES VALUE
Bonds
Corporate securities $ 85354 998 4,405 81,947
Mortgage-backed securities 48,711 1,976 173 50,514
States, municipalities and
political subdivisions 182,303 3,562 956 184,909
United States Government
agencies and authorities 67,617 801 275 68,143
Total bonds 383,985 7,337 5,809 385,513
Equity securities
Common stocks 5 - - )
Preferred stocks 450 100 - 550
Total equity securities 455 100 — 555
Total securities available-for-sale $ 384,440 7,437 5,809 386,068
The Company’s other invested assets include investments in three limited partnerships and two corporations. These
assets are recorded at a cost of $10,962 and $11,388 at December 31, 2001 and 2000, respectively. The Company also has
a significant interest in a corporation and another limited partnership. These investments are recorded under the equity
method at $2,572 and $3,134 at Decermnber 31, 2001 and 2000, respectively. In January 2001, the Company’s investment in
a joint venture, Bexar Credentials, Inc., was redeemed for $70 in cash and notes receivable.

page 53.




NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (continued)
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The amortized cost and estimated fair value of debt securities at December 31, 2001 by contractual macurity are shown
below. Expected maturities will differ from contractual maturities, because borrowers have the right to call or prepay these

obligations with or without call or prepayment penalties.

AMORTIZED

FAIR

COSsT VALUE

Due in one year or less $ 54,757 55,198
Due after one year through five years 103,413 104,828
Due after five years through ten years 95,269 96,046
Due after ten years 92,685 92,877
$ 346,124 348,949

As of December 31, 2001, investments in securities and cash with an amortized cost of $14,984 and a market value of
$15,564 were on deposit with insurance departments in various states as required by law.
Net investment income for the years ended December 31, 2001, 2000 and 1999 was as follows:

2001 2000 1999
Bonds $ 21,807 23,005 19,340
Equity securities 6 43 72
Real estate 375 206 596
Short-term investments 1,141 551 266
Other invested assets (140) 1,130 206
Cash on hand and on deposit 935 1,158 341
24,124 26,093 20,821
Less: investment expense (802) (1,095) (1,753)
Net investment income $ 23322 24,998 19,068

Proceeds from sales and maturities of bonds were $221,596, $59,373 and $69,471, for the years ended December 31,
2001, 2000 and 1999, respectively. Proceeds from sales of equity securities were $566, $966 and $236 for the years ended
December 31, 2001, 2000 and 1999, respectively. Gross gains of $4,530, $168 and $353 were realized on sales of debr and
equity securities for the years ended December 31, 2001, 2000 and 1999, respectively. Gross losses of $3,101 and $3 were
realized on sales of debt and equity securities for the years ended December 31, 2001 and 1999, respectively.
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At December 31, 2001 and 2000, real estate investments consisted of the following:

2001 2000
Land and building $ 5,283 5,170
Rental units 261 261
Other 38 38
5,582 5,469
Accumulated depreciation (1,327) (1,071)
Net real estate investments 3 4,255 4,398
Total depreciation expense on real estate investments was $256 in both 2001 and 2000 and $249 in 1999.
At December 31, 2001 and 2000, property and equipment consisted of the following:
- ) 7 2001 | " 2000
Furniture, fixtures and equipment $ 3,133 3,544
Data processing equipment and software 7,487 5,168
Leasehold improvements 1,203 1,167
Automobiles 313 223
12,136 10,102
Accumulated depreciation (7,409) (5,807)
Net property and equipment $ 4,727 4,295

Toral depreciation expense on property and equipment was $1,930, $1,455 and $1,174, in 2001, 2000 and 1999,

respectively.

Changes in deferred policy acquisition costs for the years ended December 31, 2001, 2000 and 1999 were as follows:

2001

2000

1999

Beginning balance $ 5,967 2,789 2,001

Additions 12,293 8,795 7,515

Amortization expense (9,259) (5,617) (6,727)
Ending balance $ 9,001 5,967 2,789
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (continued)

(Dollars in thousands, except per share amounts and elsewhere as noted)

Note 9. At December 31, 2001, 2000 and 1999, goodwill consisted of the following:
Goodwill —=— SESERSSUNS — e — sme—— e
2001 2000 1999
Beginning balance $ 70,754 71,851 14,170
Additions at cost - 2,557 61,341
Reductions at cost - (46) (436)
Amortization expense (3,522) (3,608) (3,224)
Ending balance $ 67,232 70,754 71,851
Note 10. At December 31, 2001, 2000 and 1999, identifiable intangibles consisted of the following:
Identifiable = ove-  -. . — e — - - ; ——
/ntgmgibies 2001 2000 1999
Beginning balance $ (9,885 1,881 2,194
Deferred credit - (13,209) —
Amortization expense 1,195 1,439 (313)
Ending balance $  (8,690) (9,885) 1,881
Effective January 1, 2000, the Company’s insurance subsidiaries entered into a 100% quota share reinsurance agreement
with PR, to assume the death, disability and retirement (‘DD&R?”) risks under PRI’s claims-made insurance policies in
exchange for cash and investments. The Company completed a GAAP valuation of the underlying liability during 2000, and
a deferred credit in the amount of $13.2 million was recognized and classified with goodwill and identifiable intangibles.
The deferred credit, which will be accreted into income over twenty years, represents the difference between the GAAP valu-
ation of the underlying liabilities and the initial premium received. The liability was calculated using benefit assumptions
and elements of pension actuarial models (i.e., mortality, morbidity, retirement, interest and inflation rate assumptions).
Note 77.  On August 31, 2001, the Company entered into a Revolving Credit and Term Loan Agreement (the “credit facility”) with
Borrowing  five financial institurions. The initial aggregate principal amount of the new credit facility is $55 million, including (i} a
Arrangements  §375 million revolving credit facility (with a $15 million letter of credit sub-facility), which matures on August 31, 2004,

and which the Company has the right to increase up to $47.5 million by securing additional lenders to participate in the
facility; and (ii) a $17.5 million term loan facility, repayable in twelve equal quarterly installments of approximately $1.5
million each that commenced on December 31, 2001.

Amounts ourtstanding under the credic facility bear interest at a variable rate, primarily based upon LIBOR plus an
applicable margin of 2.25 percentage points, which may be reduced to a minimum of 1.7§ percentage points as the
Company reduces its outstanding indebtedness. The credit facility replaced a $75 million revolving credic facility (the
“prior facility”) that was entered into by the Company in January 1999, which would have matured on January 4, 2002.
Approximately $67.2 million of principal was ourstanding under the prior facility. The Company used available funds to
pay down the difference between the outstanding principal amount of the prior facility and the initial amount of the new
facility. As of December 31, 2001 and 2000, the interest rates on the Company’s credit facilities were 4.16% and 7.78%,
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respectively. The Company is not required to maintain compensating balances in connection with these credit facilities,
but is charged a fee on the unused portion, which ranges from 20 to 30 basis points.

Under the terms of the credit facility, the Company is required to meet certain financial covenants. Significant covenants are
as follows: a) total debt to cash flow available for debt service cannot be greater than 4.00:1 for the quarter ending
December 31, 2001 and 3.50:1 chereafter; b) combined net premiums written to combined statutory capital and surplus
cannot exceed 2.00:1; c) the fixed charge coverage ratio cannot be less than 2.00:1 at the end of each quarter through
December 31, 2002; thereafter, the fixed charge coverage ratio cannot be less than 2.25:1; and d) funded debr to total capital
plus funded debt cannot exceed 0.27:1. The credit faciliry also contains minimum equity and risk-based capital requirements
and requires the Company’s insurance subsidiaries to maintain art least an A- (Excellent) group rating from A.M. Best.

Should the Company fail to meet one or more of its loan covenants, such occurrence would be considered an event of
default. In the event the Company was unable to provide an allowable remedy for such event of default, the Company’s
lenders would be entitled to certain remedies, including the ability to demand immediate repayment, including payment
in full. Were the Company’s lenders to demand immediate payment in full, the Company could not make such payment
from existing funds and would have to seek replacement financing. Under such circumstances, the Company’s ability to
secure such replacement financing could not be assured, and, if obtained, such financing would likely carry higher costs.

At December 31, 2001, the Company did not meet its fixed charge coverage ratio loan covenanc, primarily as a result of
the reserve strengthening charge in the fourth quarter of 2001. The Company’s lenders have waived this violation bring-
ing the Company into compliance with its loan covenants. In addition, the Company and its lenders have negotiated a
modification to the fixed charge coverage ratio loan covenant from 2.5:1 to 2.0:1 for the year 2002; and to 2.25:1 beginning
in the first quarter of 2003. In connection with the waiver and modification, the applicable margin charged by the lenders

as part of interest costs will increase 25 basis points, or one-quarter of one percent beginning in 2002.

In connection with the Company’s credit facility entered into on August 31, 2001, the Company replaced its interest rate
swaps (the “previous swaps”). Related to the previous swaps, the Company had recorded an unrealized loss associated with
changes in fair value, which is included in accumulated other comprehensive income as a component of shareholders’
equity. The unrealized loss is being amortized into income over the term of the previous swaps, which would have expired
January 2, 2004.

The Company uses interest rate swap agreements (the “swap agreements”) to minimize fluctuations in cash flows caused
by interest rate volatility and to effectively convert all of its floating-rate debt to fixed-rate debt. Such agreements involve
the exchange of fixed and floating interest rate payments over the life of the agreement without the exchange of the under-
lying principal amouncts. Accordingly, the impact of fluctuations in interest rates on these swap agreements is offset by the
opposite impact on the related debt. Amounts to be paid or received under the swap agreements are recognized as increases
or reductions in interest expense in the periods in which they accrue. The swap agreements are only entered into wich
creditworthy counterparties.

The swap agreements in effect at December 31, 2001 were as follows:

NOTIONAL RECE!VE

AMOUNT MATURITIES RATE ™ PAY RATE
$ 37,000 08/31/2004 1.91% 6.45%
$ 16,042 08/31/2004 1.91% 5.97%

(1) Based on three-month LIBOR
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (continued)
(Dollars in thousands, except per share amounts and elsewhere as noted)

The following is a summary of the Company’s interest risk management strategy and the effect of this strategy on the
Company’s consolidated financial statements:

Under the swap agreements, the Company agrees to pay an amount equal to a specified fixed rate of interest times a
notional principal amount and to receive in return an amount equal to a specified variable rate of interest times the same
notional principal amount. The notional amounts on the contract are not exchanged. No other cash payments are made
unless the contract is terminated prior to maturity, in which case the amount paid or received in settlement is established
by agreement at the time of terminarion, and usually represents the net present value, at current interest rates, of the
remaining obligations to exchange payments under the terms of the contract.

The Company’s swap agreements provide a hedge against changes in the amount of cash flows associated with the
Company’s revolving credit facility. Accordingly, the swap agreements are reflected at fair value in the Company’s consol-
idated balance sheet, and che effective portion of the related gains or losses on the agreements are recognized in
shareholders’ equity (as a component of accumulated other comprehensive income). The net effect of this accounting on
the Company’s operating results is that interest expense on the variable debt being hedged is recorded based on fixed
interest rates.

The Company formally documents the relationships between the hedging instruments and the revolving credit facility.
The Company also assesses the effectiveness of the hedging instruments on a quartetly basis. If it is determined that the
hedging instruments are no longer highly effective, the change in the fair value of the ineffective portion of the swaps
would be included in earnings rather than comprehensive income. For the year ended December 31, 2001, the net gain or

loss on the ineffective portion of the swap agreements was not material.

The Company cedes certain premiums and losses to other insurance carriers under various reinsurance agreements. The
Company’s reinsurance agreements do not relieve the Company from its obligations as primary insurer to its policyhold-
ers. To the extent that any reinsurer might be unable to meer its obligations, the Company would be liable for such
defaulted amounts. At December 31, 2001 and 2000, amounts due from a single reinsurer had a carrying value of $25.0
million and $16.8 million, respectively, which were fully collateralized by irrevocable letters of credit, crust accounts and
ceded balances payable. Of the total amount due from reinsurers on reinsurance recoverables at December 31, 2001 and
2000, $48.9 million and $43.5 million, respectively, was due from three reinsurers, of which $34.4 million in 2001 and
$43.8 million in 2000 was collateralized by letters of credit, trust accounts and ceded balances payable.

The effect of reinsurance on premiums written and earned for the years ended December 31, 2001, 2000 and 1999 was

as follows:
2001 2000 1999
WRITTEN EARNED WRITTEN EARNED WRITTEN EARNED
Direct and assumed $ 245,403 198,691 197,280 153,977 148,216 144,588
Ceded (98,319)  (67,633) (35349)  (33,523) (25,783)  (26,516)
Net $ 147,084 131,058 161,931 120,454 122,433 118,072
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The liability for Joss and LAE is generally determined on the basis of individual claims and actuarially determined esti-  Note 74.
mates of furure claims based upon the Company’s actual experience, assumptions and projections as to claims frequency, Liability for

Loss and LAE

severity and inflationary trends and settlement payments. Such estimates may vary significantly from the eventual out-
come. The ranges of reasonably expected ultimate unpaid loss and LAE are estimated by the Company’s external
consulting actuaries on an undiscounted basis. The assumptions used in making such estimates and for establishing the
resulting liabilities are continually reviewed and updated based upon current circumstances, and any adjustments result-
ing therefrom are reflected in current income.

Acrivity in the liability for loss and LAE for the years ended December 31, 2001, 2000 and 1999 was as follows:

2001 2000 1999

Gross balance, January 1 $ 281,295 273,092 242,377
Less reinsurance recoverables 57,698 58,400 41,614
Net balance, January 1 223,597 214,692 200,763
Reserves of acquired encity - — 24,591
Incurred related to:
Current year 119,734 116,246 99,523
Prior year 8,612 6,520 (18,555)
Total incurred 128,346 122,766 80,968
Paid related to:
Current year 17,980 22,592 15,338
Prior year 95,890 91,269 76,292
Total paid 113,870 113,861 91,630
Net balance, December 31 238,073 223,597 214,692
Plus reinsurance recoverables 80,410 57,698 58,400
Gross balance, December 31 $ 318,483 281,295 273,092

Incurred losses and LAE for claims related to prior years reflects the change in the estimate of the liability charged or
credited to earnings in each year with respect to the liabilities established as of the beginning of thar year. Information
regarding incurred losses and LAE is accumulated over time and the estimates of the liability are revised accordingly, result-
ing in gains or losses in the period revisions are made. The Company’s management closely monitors the adequacy of its
liability for loss and LAE incurred and underlying claims trends, including having the Company’s outside actuaries per-
form calculations periodically.

Incurred losses and LAE related to prior years, net of reinsurance recoveries, was $8.6 million for the twelve months
ended December 31, 2001. The increase in the liability for loss and LAE related to prior years is the result of reserve
strengthenings with respect to the Company’s core physician MPL business for coverage years 2000 and prior.

Incurred losses and LAE related to prior years, net of reinsurance recoveries, was $6.5 miilion for the twelve months ended
December 31, 2000. The increase in the lability for loss and LAE includes a reserve strengthening resulting from the iden-
tification of certain unfavorable trends in the underlying claim data with respect to First Professionals’ core physicians MPL
business, including an increase in the rate of claims closed with indemnity payment, a slowdown in the overall closure rate
of pending claims and an increase in the severity of indemnity payments made during 2000 relating to prior periods.
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The net reduction of $18.6 million in incurred losses and LAE related to prior years for the twelve months ended
December 31, 1999 was the result of reevaluations of the liability for loss and LAE and reflects overall favorable under-
writing results and lower than expected losses and LAE.

The Company has a stock option plan for officers and key employees (the “employee plan”) and a plan for nonemployee
directors (the “director plan”). Under the director plan, only non-qualified stock options may be issued. Under the
employee plan, both incentive stock options and non-qualified stock options may be granted to the same individual. The
option price of an incentive stock option may not be less than 100% of the fair market value of shares on the grant date.
The option price of a non-qualified option shall not be less than 50% of the fair market value of shares on the grant date.
Under the rerms of the director plan, 5,000 shares are granted to each director on the date that person becomes a director,
and on a discretionary basis at fucure dates as approved by the Board, at a price not less than 100% of the fair market value
of the underlying stock on the grant date.

During 2000, the Company offered a stock purchase incentive program (the “incentive plan”) to eligible employees,
including executive officers, to encourage ownership of the Company’s stock. Under the incentive plan, employees who
purchased shares of the Company’s common stock in the open market during the term of the incentive plan were granted
marching non-qualified stock options on a one-for-one basis, up to the maximum of 5,000 options per employee. The
incentive plan began January 2000 and ended April 2000. Option grants under the incentive plan were made as of May 1,
2000, at an exercise price equal to the closing market price of the Company’s common stock on that date. Options granted
under the incentive plan will vest in three equal annual installments commencing on the one-year anniversary of their
grant. Options under this plan were granted under the employee plan.

The Company also maintains an Employee Srock Purchase Plan that allows employees to purchase the Company’s com-
mon stock at 85% of the market value on the first or last day of the offering period, whichever is lower.
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At December 31, 2001 and 2000, shares of the Company’s common stock reserved for issuance in connection with

the stock option plans were 530,180 and 571,307, respectively. A summary of the status of the Company’s stock options
is presented below:

WEIGHTED AVG OPTIONS WEIGHTED AVG

OPTIONS EXERCISE PRICE EXERCISABLE EXERCISE PRICE

Balance, December 31, 1998 1,115,070 $17.72 581,556 $20.16
Granted 658,400 30.65 - -
Exercised (201,823) 10.97 — —
Cancelled (150,000) 39.36 — —
Balance, December 31, 1999 1,421,647 $22.47 886,170 $20.64
Granted 510,798 12.19 - —
Exercised (119,500) 9.10 - —
Cancelled (253,677) 35.07 - —
Balance, December 31, 2000 1,559,268 $ 1799 730,832 $19.39
Granted 273,750 13.72 - -
Exercised (13,000) 8.90 - -
Cancelled — - - -
Balance, December 31, 2001 1,820,018 $17.85 1,088,651 $19.79

The following table summarizes information for options outstanding and exercisable at December 31, 2001:

OPTIONS EXERCISABLE

RANGE OF REMAINING LIFE
PRICES PER NUMBER OF OF QUTSTANDING WEIGHTED AVG WEIGHTED AVG
SHARE OPTIONS OPTIONS EXERCISE PRICE NUMBER  EXERCISE PRICE
$ 8-11 584,336 7.18 years $ 992 343,657 $ 9.60
12-15 560,948 8.86 years 14.39 166,783 14.98
16-19 76,300 8.38 years 17.93 25,931 17.94
20-38 468,700 6.02 years 24.61 465,799 24.63
36-60 129,734 7.16 years 44.04 86,481 44.04
1,820,018 7.45 years $ 17.85 1,088,651 $19.79




NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (continued)
(Dollars in thousands, except per share amounts and elsewhere as noted)

On a pro forma basis, assuming compensation expense for the Company’s stock options had been recognized based on
their fair values on che granc date under the methodology prescribed by FAS No. 123, che Company’s net income, tax
expense and diluted earnings per share for the three years ended December 31, 2001, 2000 and 1999, would have been
impacted as follows:

2001 2000 1999

Pro forma net income $ 1,899 (1,114) 18,289
Pro forma tax (benefit) expense $  (2,490) (4,666 7,093
Pro forma diluted earnings (loss) per share $ .20 (.12) 1.83

The fair value of options granted, which is amortized to expense over the option vesting period in determining the pro
forma impact, is estimated on the date of grant using the Black-Scholes option pricing model with the following weighted

average assumptions:

2001 2000 1999
Expected life of options S years 5 years 5 years
Risk-free interest rate 4.60% 5.50% 5.20%
Expected volatility of stock 43.64% 42.17% 38.96%

The weighted average fair value of options granted during 2001, 2000 and 1999 was as follows:

2001 2000 1999

Fair value of options granted $ 6.12 5.50 8.84
Total fair value of all options granted $ 1,676 2,809 5,821
Expected dividends $ - — —
Total number of options granted 273,750 | 510,798 658,400

In accordance with FAS 123, the weighted average fair value of stock options granted is required to be based on a theo-
retical statistical model using the preceding Black-Scholes assumptions. In actuality, because the Company’s incentive
stock options are not traded on any exchange, employees can receive no value nor derive any benefit from holding stock
options under these plans without an increase in the market price of the Company’s stock. Such an increase in stock price

would benefir all stockholders commensurately.
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The Company’s provision for income taxes consisted of the following:

Note 16.

2000

Income Taxes

2001 1999

Current (benefit) expense
Federal $  (1,206) (935) 6,306
State 334 626 1,931
Total (872) (309) 8,237

Deferred (benefit) expense
Federal (1,149) (2,943) 973
State 176 (333) 124
Total (973) (3,276) 1,097
Net income tax (benefit) expense $  (1,845) (3,585) 9,334

The provision for income taxes differs from the statutory corporate tax rate of 35 percent for 2001, 2000 and 1999

as follows:
V 2001 2000 19938
Computed “expected” tax expense (benefit) $ 380 (1,040) 10,889
Municipal bond interest (2,416) (2,851) (2,579)
State income taxes, net of Federal benefit 332 190 1,422
Other, net (141) 116 (398)
Actual income tax expense (benefit) $  (1,845) (3,585) 9,334
At December 31, 2001 and 2000, the significant components of the net deferred tax asset were as follows:
] 2001 2000
Deferred tax assets arising from:
Loss reserve discounting $ 11,775 10,756
Unearned premium reserves 11,719 8,585
Net operating loss carryforward 925 2,122
Unrealized losses on securities 341 —
Other 585 1,785
Total deferred tax assets 25,345 23,248
Deferred tax liabilities arising from:
Deferred policy acquisition costs 3,530 2,346
Goodwill 1,534 1,137
Unrealized gain on securities - 660
Other 337 834
Total deferred tax liabilities 5,401 4,977
Net deferred tax asset $ 19,944 18,271
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Note 77.
Employee
Benefit Plans

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (continued)

(Dollars in thousands, except per share amounts and elsewhere as noted)

Net deferred tax assets and Federal income tax expense in future years can be significantly affected by changes in enacted
tax rates or by unexpected adverse events that would influence management’s conclusions as to the ultimate realizability

of deferred tax assets.

The Company currently sponsors eight postretirement plans for its employees. The table below lists those plans and the
subsidiary of the Company whose employees are covered by that plan.

Defined contribution profit sharing plan

Holding Company

Holding Company Defined benefit plan

Holding Company Supplemental executive retirement plan (“SERP”)
Tenere Defined contribution profit sharing plan and trust
Tenere Money purchase pension plan

AFP Defined contribution profit sharing plan

AFP Defined benefit plan

McCreary Defined contribution profit sharing plan

The Holding Company defined contribution profit sharing plan is available to all employees of the Holding Company
after meeting certain eligibility requirements. The plan comprises two parts. The first part of the plan is a defined con-
tribution plan that allows employees to contribute up to 12.5% of their annual compensation, subject to Internal
Revenue Service (“IRS”) limits. The Company contributes a matching amount equal to 2.5% of the employee’s annual
compensation. The second part of the plan being a profit sharing plan, whereby the Company may at its discrerion make
an additional contribution to the plan up to a maximum of 10% of the employee’s annual compensation. The Company’s
policy is to fully fund the liability for the matching portion at the end of each year. At December 31, 2001 and 2000, the
fair market value of plan assets was $4,900 and $3,927, respectively. The expense for this plan amounted to $1,138, $896
and $516 in 2001, 2000 and 1999, respectively.

The Holding Company defined benefit plan is available to all eligible employees of the Holding Company who have six
months of service and who are twenty and one half years old or older. The amount of benefits is based on years of service
and 0.75% of the employee’s average monthly salary not over the Social Security base plus 1.4% of the employee’s average
monthly salary over the Social Security base. The Company’s policy is to contribute the maximum amount of benefits to
the plan subject to IRS limits. At December 31, 2001 and 2000, the fair market value of plan assets was $1,584 and $1,693,
respectively. The Company had a net periodic pension cost of $217, $197 and $272 for this plan in 2001, 2000 and 1999,
respectively. The expense for this plan amounted to $143, $193 and $82 in 2001, 2000 and 1999, respectively.

The Holding Company also has a SERP that provides certain executives with income at retirement equal to 60% of pre-
retirement base compensation, less qualified pension plan benefits paid by the Company and all predecessor plans and
Social Security benefits. The plan has no vesting prior to age 55. The total liabilicy included in the financial statements for
this plan amounted to approximately $1,353 and $1,265 as of December 31, 2001 and 2000, respectively. At December 31,
2001 and 2000, the fair market value of plan assets was $1,584 and $1,693, respectively. The Company had a net periodic
pension cost of approximately $386, $395 and $188, to cover any liability under this plan in 2001, 2000 and 1999, respectively.
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The Tenere defined contribution profit sharing plan and trust is available to all employees of Tenere upon meeting cer-

tain eligibility requirements. The plan comprises two parts. The first is a defined contribution plan that allows employees
to contribute up to 10% of their annual compensation, subject to IRS limits, and a profit sharing plan, whereby the
Company may ar its discretion contribute an employer contribution to the participants in the plan. At December 31, 2001
and 2000, the fair market value of plan assets was $1,122 and $1,470, respectively. The expense for this plan amounted to
$66, $59 and $65 in 2001, 2000 and 1999, respectively.

The Tenere money purchase plan is available to all employees of Tenere upon meeting certain eligibility requirements.
The plan is designed to reward long and loyal service, whereby the Company will make contributions to the plan on behalf
of the participants for each year of service until the employee retires. At retirement, the employee will be eligible to receive
the value of the contributions made on the employee’s behalf. The Company contributes on behalf of each participant an

amount equal to 6% of the employee’s annual compensation plus 5.7% of the employee’s annual compensation in excess

of the Social Security Taxable Wage Base. At December 31, 2001 and 2000, the fair market value of plan assets was $445

and $437, respectively. The expense for this plan amounted to $94, $75 and $80 in 2001, 2000 and 1999, respectively.
The AFP defined contribution and profit sharing and defined benefit plans are available to all eligible employees of AFP.

The benefits under these plans are based on years of service and employee compensation. AFP’s funding policy is to con-
tribute to the plans an amount sufficient to meet the minimum funding requirements set forth in the Employee
Retirement Income Security Act of 1974, plus any additional amounts determined to be appropriate from time to time.
Contributions are intended to be sufficient to cover the costs of benefits earned for service to date and an estimare of those
costs for future service. AFP contributed $957, $650 and $999 to the plans in 2001, 2000 and 1999, respectively. The
invested assets of the plans consist of investments in various types and categories of stocks and bonds. At December 31,
2001 and 2000, the fair market value of plan assets was $6,185 and $5,733, respectively. Pension costs for the years 2001,
2000 and 1999 amounted to approximately $978, $748 and $831, respectively.

The McCreary defined contribution profit sharing plan is available for all employees of McCreary upon meeting certain
eligibility requirements. Under the plan, employees may contribute up to 16% of their annual salary, subject to IRS limits,
of which the Company may, at its discretion, contribute a matching amount up to 100% of the employee contribution.
Historically, McCreary has contributed a marching amount equal to approximately 30% of the employee conrribution. At
December 31, 2001 and 2000, the fair market value of plan assets was $3,281 and $3,259. The expense for this plan
amounted to $147, $125 and $102 for 2001, 2000 and 1999, respectively.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (continued)

(Doliars in thousands, except per share amounts and elsewhere as noted)

The actuarially computed net periodic pension cost for December 31, 2001, 2000 and 1999 included the following:

2001 | 2000 1999
Service cost of benefits earned during the period $ 906 808 914
Interest cost on projected benefit obligation 638 540 60s
Expected return on plan assets (541) (500) (498)
Recognized net actuarial loss — - 38
Net amortization and deferral 191 96 191
Net periodic pension cost $ 1,194 944 1,250
ACTUARIAL PRESENT VALUE OF BENEFIT OBLIGATION
Accumulated benefit obligation s (7,330) (6,563) (7,268)
Projected benefit obligation for service rendered to date $ (10,680) (9,456) (10,465)
Plan assets at fair value 7,769 7,426 7,656
Projected benefit obligation in excess of plan assets (2,911) (2,030) (2,809)
Unrecognized net loss from past experience different
from that assumed 1,952 1,081 1,982
Prior service cost not yet recognized in net periodic pension cost 259 253 204
Unrecognized net obligation at inception recognized over 15.29 years 208 246 269
Accrued pension cost $ (492) J (450) (354)

The following table sets forth the plan’s funded status for the fiscal years ended December 31, 2001 and 2000,

respectively.

77 ) ) 2001 2000

CHANGE [N BENEFIT OBLIGATION

Benefit obligation, January 1 $ 9,974 7,911
Acquisition related costs — 620
Service cost 906 808
Interest cost 638 540
Actuarial gain (346) (45)
Benefits paid (538) (378)
Other 46 _

Benefit obligation, December 31 $ 10,680 9,456

CHANGE IN PLAN ASSETS

Fair value of plan assets, January 1 $ 7,426 6,536
Acquisition related costs - 421
Actual return on plan assets (270) 115
Employer contributions 1,150 732
Benefits paid (537) | (378)

Fair value of plan assets, December 31 $ 7,769 L 7,426
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Assumptions used in the accounting for net periodic pension cost at December 31, 2001, 2000 and 1999, were as fol-
lows (weighted-average of the combined plans based on the fair value of the plan assets at year-end):

2001 2000 7 1999
Discount rates 6.55% 6.56% 6.55%
Rate of increase in compensation levels 5.04% 5.04% 5.19%
Return on assets 6.75% 7.07% 9.00%
The future minimum annual rentals under noncancelable operating leases are as follows:
2002 $ 2,766
2003 2,525
2004 2,545
2005 2,402
2006 2,471
Thereafter 5,626
Total $18,335

Total rental expense was $2,410, $2,190 and $2,381 for 2001, 2000 and 1999, respectively.

The Company’s insurance subsidiaries may become subject to claims for extra-contractual obligations or risks in excess
of policy limits in connection with their administration of insurance claims. These claims are sometimes referred to as
“bad faith” acrions, as it is alleged that the insurance company acted in bad faith in the administration of an insured’s
claim. Bad faith actions are few in number and generally occur in instances where a jury verdict exceeds the insured’s pol-
icy limits. Under such citcumstances, it is routinely alleged that the insurance company failed to negotiate a settlement of
aclaim in good faith within the insured’s policy limit. In such cases, the insured may assign his or her rights under the pol-
icy to the plaintiff in settlement of the insured’s portion of the verdict. The plaintiff is then permitred to sue the insurer
on behalf of the defendant. The Company has evaluated such exposures as of December 31, 2001, and in all such cases,
believes its position and defenses are meritorious, and that when all facts and circumstances are considered, including its
own insurance coverage against such risks, its potential exposure to material losses from such exposures is immaterial.

The Company has also been involved in one or more legal actions not involving claims under its insurance policies. The
Company’s management is not aware of any such actions that in their opinion will have a material adverse effect on the
Company’s financial position or results of operations.

The Company’s insurance subsidiaries are subject to assessment by the financial guaranty associations in the states in
which they conduct business for the provision of funds necessary for the settlement of covered claims under certain poli-
cies of insolvent insurers. Generally, these associations can assess member insurers on the basis of written premiums in
their particular states.

In addition to standard assessments, the Florida and Missouri legislatures may also levy special assessments to settle
claims caused by certain catastrophic losses. The Company would be assessed on a basis of premium written. During 2001,
a special assessment was levied on First Professionals and APAC thart toraled $0.9 million. No special assessments were
made in 2000 and 1999. In addition, the Company could be subject to additional assessments in the future as a resulc of

damages caused by catastrophic losses, such as a hurricane.
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Nete 19.
Statutory
Accounting

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (continued)

(Dollars in thousands, except per share amounts and elsewhere as noted)

First Professionals, APAC, Intermed and Interlex are required to file starurory financial staternents with state insurance reg-
ulatory authorities. The insurance subsidiaries are restricted under the Florida and Missouri Insurance Codes as to the
amount of dividends they may pay without regulatory consent. In 2002, dividends of $10.7 million may be paid without
regulatory consent.

The restricred net assets for the Company’s insurance subsidiaries at December 31, 2001, 2000, and 1999, were as follows:

2001 2000 1999
First Professionals $ 97960 109,550 96,377
APAC 12,797 14,893 11,781
Intermed and Intetlex 22,615 20,803 11,150

The staturory capital and surplus for the Company’s insurance subsidiaries at December 31, 2001, 2000 and 1999, is
shown in the table below.

2001 2000 1999

First Professionals $ 91,682 91,594 97,578
APAC 15,405 15,923 18,141
Intermed 22,174 20,923 13,685
Interlex 5,729 4,354 5,294
Combined statutory surplus 134,990 132,794 134,698
Less: intercompany eliminations (27,903) (24,295) (16,818)
Consolidated statutory surplus $ 107,087 108,499 117,880

For the years ended December 31, 2001, 2000 and 1999, the statutory net income or loss for the Company’s insurance
subsidiaries was as follows:

2001 2000 1999

First Professionals $  (6,623) (6,792) 14,233
APAC (1,131) (1,088) 5,051
Intermed 390 608 159
Interlex (637) (692) (405)
Tortal statutory income (loss) $  (8,001) (7,964) 19,038

In March 1998, the National Association of Insurance Commissioners (“NAIC”) adopted the Codification of Statutory
Accounting Principles (the “Codification”) as the NAIC supported basis of accounting. Codification affects all staturory
financial statements issued after January 1, 2001. The Codification was approved with a provision allowing for discretion
by each state’s Department of Insurance (“DOI”) in determining appropriate statutory accounting for insurers.
Accordingly, such discretion will continue to allow prescribed or permitted accounting practices that may differ from state
to state or company to company. The Codification does not affect the Company’s consolidated financial statements, which
have been prepared in accordance with GAAP.
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The Company’s insurance subsidiaries, First Professionals, APAC, Intermed and Interlex, prepare financial statements

on a statutory basis in conformity with the accounting practices prescribed or permitted by the states of Florida and
Missouri. Effective January 1, 2001, both states required all domiciled insurance companies to prepare their statutory
financial statements in accordance with the provisions of the Codification subject to the deviations prescribed or permit-
ted by the each state’s DOI. Accounting changes adopted to conform to the provisions of Codification are reported in the
statutory financial statements as a cumularive effect of a change in accounting principle and are recorded as an adjusrment
to staturory surplus. As a result of the Codification, the Company’s statutory surplus, on a consolidated basis, increased
by $7.1 million. The components of this increase included surplus increases of $5.5 million, $1.2 million, $0.3 million and
$0.1 million for First Professionals, APAC, Intermed and Inrerlex, respectively. In addition, on a consolidated basis and at
the subsidiary level, the Company’s statutory surplus after adoption continues to be in excess of the current regulacory and

risk-based capital requirements.

Data wich respect to the Company’s basic and diluted earnings per common share are shown below:

2001 2000 1999
Net income and income from continuing operations $ 2,930 614 21,869
Basic weighted average shares outstanding 9,383 9,497 9,748
Common stock equivalents 85 74 259
Diluted weighted average shares outstanding 9,468 9,571 10,007
Basic earnings per common share $ 0.31 0.06 2.24
Diluted earnings per common share $ 0.31 0.06 2.19

Under the provisions of FAS No. 131, the Company has determined that it has three reportable operating segments: insur-
ance, reciprocal management (“RM”) and third-party administration (“TPA”). Through its four insurance subsidiaries, the
Company specializes in professional liability insurance products and services for physicians, dentists, other healthcare
providers and attorneys. The Company’s RM segment provides reciprocal management services, brokerage and adminis-
tration services for reinsurance programs and brokerage services for the placement of annuities in structured sertlements.
In addition, the Company provides TPA services through its subsidiaries that market and administer self-insured plans for
both large and small employers, including group accident and health insurance, workers’ compensation and general lia-
bility and property insurance,

The accounting policies of the segments are the same as those described in the summary of significant accounting poli-
cies. The Company evaluates a segment’s performance based on net income or loss and accounts for intersegment sales
and transfers as if the sales or transfers were to a third-party. Holding Company operations are included within the insur-
ance segment due to the size and prominence of the segment and the substancial arrention devoted to it. Inrersegment
revenues for transactions between the segmencs are based on actual costs incurred and are similar to services that may have
been obtained from an unrelated third-party. All segments are managed separately because each business requires differ-
ent technology and marketing strategies.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS ({continued)

(Dollars in thousands, except per share amounts and elsewhere as noted)

Selected financial information by industry segment follows:

TOTAL INTERSEGMENT

For the year ended December 31, 2001 INSURANCE RM TPA SEGMENTS  ELIMINATIONS CONSOLIDATED
Operating revenue $ 158,213 29,297 15,984 203,494 (5,965) 197,529
Interest revenue 23621 344 159 24,124 — 24,124
Interest expense 4,566 — — 4,566 — 4566
Net (loss) income (847) 4,348 (571) 2,930 - 2,930
Identifiable assets 693,765 61,468 14,788 770,021 (11,724) 758,297
Depreciation

and amortization 1,013 2,829 1,297 5,139 — 5,139

TOTAL  INTERSEGMENT

For the year ended December 31, 2000 INSURANCE RM TPA SEGMENTS ELIMINATIONS CONSOLIDATED
Operating revenue $ 147994 25,306 16,723 190,023 (7,759) 182,264
Interest revenue 25,600 254 239 26,093 — 26,093
Interest expense 4,291 — — 4,291 - 4,291
Net (foss) income (2,925) 4,360 (821) 614 - 614
Identifiable assets 583,124 62,864 16,565 662,553 (10,355) 652,198
Depreciation

and amortization 151 2,557 1,236 3,944 — 3,944

TOTAL  INTERSEGMENT

For the year ended December 31, 1999 INSURANCE RM TPA SEGMENTS  ELIMINATIONS CONSOLIDATED
Operarting revenue $ 138,786 20,953 13,393 173,132 (2,628) 170,504
Interest revenue 20,585 47 189 20,821 — 20,821
Interest expense 3,981 — — 3,981 - 3,981
Net income (loss) 19,776 2,298 (205} 21,869 - 21,869
Identifiable assets 521,165 57,824 11,030 590,019 (2,586) 587,433
Depreciation

and amortization 2,513 2,506 889 5,908 — 5,908

The following table provides a reconciliation of reporrable segment assets to the Company’s consolidated totals:

} - i ~ ZAOE 2000 1999
Total assets for reportable segments $1,043,714 967,571 744,889
Investments in equity method investees (241,309) (247,921) (119,225)
Intercompany receivables (44,108) (67,452) (38,231)

Total consolidated assets $ 758,297 652,198 587,433
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Effective June 30, 1998, the Company entered into a management services agreement with APA Management, Inc.
(“APAM”) to provide the Company with all necessary insurance management and administrative services for APAC, a
wholly owned subsidiary of the Company. The Company has an indirect financial interest in APAM through its 9.9% inter-
est in American Professional Assurance, Led. (“APAL,”) an affiliate of APAC, which owns 100% of APAM. The agreement
terminates on December 31, 2002, with a one-year renewal option, and provides that APAM will receive an annual fee of
14.5% of direct premiums (net of refunds) consisting of an annual 10.5% service fee and 4% claims management fee. The
agreement also provides that anesthesiologist business produced by First Professionals or its respective agents will be
transferred to APAC upon renewal, assuming the jnsured agrees, and that APAM will receive an annual 1% service fee on
such business. The Company incurred $2.0 million, $1.6 million, and $1.4 million in management fees related to its agree-
ment with APAM during the years ended December 31, 2001, 2000 and 1999, respectively.

OnJuly 1, 1998, First Professionals and APAC also entered into a quota share reinsurance agreement, whereby these two
subsidiaries cede a 25% quota share portion of all business written by them related to anesthesiologists and certain relared
specialties to APAL. These agreements were entered into in connection with and at the time of the Company’s acquisirion
of APAC. During 2001, 2000 and 1999, the Company ceded premiums of $4.6 million, $3.4 million and 2.9 million, respec-
tively, and received ceding commissions of $0.9 million, $0.7 million and $0.6 million, respectively.

Effective in 2001, APAL formed a new subsidiary, APAL (SPC) Ltd., which was established in accordance with Section
235(1) of the Company’s Law 2nd Revision of Caymanian Law as a segregated portfolio corporation. The Company,
through its subsidiaries, EMI and APAC, has developed alternative risk insurance programs for insureds, whereby segregared
portfolio corporations have been formed for each to assume workers’ compensation risks. The underlying policies are writ-
ten for these insureds on APAC policy forms and reinsured 100% to segregated portfolio corporations established for each
within APAL (SPC) Ltd. APAC receives a fee for the use of its policy forms and does not retain any underwriting risks or incur
any administrative expenses under these programs. Like other reinsurance agreements, APAC does remain liable to the
insureds under these programs as the primary insurer in the event APAL (SPC) Ltd. were to not perform. Therefore, APAC
maintains collateral in the form of assets in trust and an irrevocable letter of credit corresponding with applicable reinsur-
ance recoverable balances. During 2001, premiums written and ceded under these programs were $11.7 million.

On July 1, 1998, First Professionals began assuming reinsurance from PRI, a writer of medical malpractice insurance in
the state of New York. PRI is managed by an attorney-in-fact, AFP, which, effective January 1, 1999 was acquired by and
became a wholly owned subsidiary of the Company. Under one contract, which reinsures PRI for policies with limits of
$1.0 million in excess of $1.0 million, First Professionals assumes losses only and pays PRI a ceding commission on the
premium assumed. Under the second contract, First Professionals reinsures PRI for losses of $0.25 million on each claim
in excess of $0.5 million on each loss. During 2001, 2000 and 1999, the Company assumed written premiums of approxi-
mately $11.3 million, $16.3 million and $22.0 million, respectively, of which approximately $16.9 million, $16.7 million
and $15.0 million, respectively, was earned under these contracts. The net premium wrirten under these agreements was
reduced during the fourth quarter of 2000 due to the accrual of charges for experience adjustments. The accrual represents
an estimate of the amount of premium the Company will return in future years. The Company has incurred approximately
$8.1 million, $12.6 million and $6.7 million in losses related to these reinsurance agreements with PRI for the years ending
December 31, 2001, 2000 and 1999, respectively. Premiums on these contracts are paid by PRI on a quarterly basis. As of
December 31,2001, 2000 and 1999, the amount due from PRI under these contracts was approximately $2.4 million, $1.1
million and $4.3 million, respectively.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (continued)

(Dollars in thousands, except per share amounts and elsewhere as noted)

Effective January 1, 2000, First Professionals entered into a 100% quota share reinsurance agreement with PRI to assume
PRI’s death, disability and retirement risks under its claims-made insurance policies in exchange for cash and investments
in the amount of $47.0 million. During 2000, a GAAP valuation of the underlying liability was completed and a deferred
credit in the amount of $13.2 million was recognized and classified as goodwill and intangible assets. The deferred credit,
which will be amortized into income over twenty years, represents the difference berween the GAAP valuation of the
liability and the initial premium received. The liability was calculated using benefit assumptions and elements of pension
actuarial models (i.e. mortality, morbidity, retirement, interest and inflation rate assumptions). In connection with the
agreement, First Professionals recognized a 5% ceding commission expense, which is being deferred and amortized as pre-
miums are earned under the agreement.

In accordance with a management agreement, AFP performs underwriting, administrative and investment functions on
PRI’s behalf for which it receives compensation. Compensation under the agreement is equal to 13% of PRI’s direct pre-
miums written, with an adjustment for expected return premiums, plus or minus 10% of PRI’s statutory net income or
loss. Accordingly, the Company’s revenues and results of operations are financially sensitive to the revenues and results of
operations of PRI In addition PRI, as an MPL insurer, is subject to many of the same types of risks as those of the
Company’s insurance subsidiaries. Claims administration and management fees earned by AFP based on 13% of PRI’s
direct written premiums were $23.0 million, $17.0 million and $16.9 million for the years ended December 31, 2001, 2000
and 1999, respectively. The income received by AFP related to PRI’s statutory net income was $0.3 million, $1.6 million
and $1.7 million for the years ended December 31, 2001, 2000 and 1999, respectively. The management agreement also
provides that AFP is to be reimbursed by PRI for certain expenses paid by AFP on PRI’s behalf. The expenses reimbursed
by PRI consist principally of the salaries and related payroll and overhead costs of AFP’s claims, legal and risk management
course personnel who work on PRI’s behalf. These directly reimbursed expenses amounted to $11.5 million, $10.6 million
and $10.9 million for 2001, 2000 and 1999, respectively, and are not reported in the accompanying consolidated financial
statements. The management agreement was reviewed and approved by the New York Insurance Department and is effec-
tive January 1, 1999 through December 31, 2008.

The Company, through its 70% owned subsidiary, PMA, also manages an MPL insurance program in Pennsylvania
established primarily for the benefic of PRI, whereby business is written on First Professionals policy forms and ceded to
PRI under a 90% quota share reinsurance agreement. PMA receives a management fee equal to 20% of premiums written
under the program, in return for its services to PRI, which include underwriting, claims management and other adminis-
trarive aspects of this program. PMA also pays all commissions and brokerage for the placement of business under the
program. First Professionals retains 10% of the risks insured and also receives a fee for use of its policy forms. During 2001

and 2000, premiums written, management fees and fronting fees under this program were as follows:

2001 2000
Premiums wtitten $ 12,122 570
Management fees 1,896 114
Fronting fees 2,133 128

In addition, the Company has entered into guarantees on behalf of PRI related to two of its former ceded reinsurance
contracts with unaffiliated carriers, whereby such contracts have been commuted. Under the terms of these commuta-
tions, PRI was required to obtain such guarantees as further assurance to the reinsurer of their respective complete release

from liability.
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During the fourth quarter of 2001, the Company recorded a pretax charge of $632 in connection with the disposition of
its unprofitable division in Albuquerque, New Mexico. Under the plan, the Company sold the division’s assets and can-
celled its service agreements with self-insured customers. Certain other contracts were retained and will be serviced by the
Company’s Jacksonville, Florida division. The 2001 restructuring activiry was a continuation of the Company’s consoli-
dation of the TPA operations and brings to an end the restructuring activities of the Albuquerque division that began
during the fourth quarter of 2000 when the Company incurred a pretax charge of $500.

As a result of the plan, fifty-two employees were terminated at December 31, 2001. This reduction represents 24% of the
TPA workforce and 100% of the New Mexico office. Thirty employees were terminated at December 31, 2000. This reduc-
tion represented 12% of the TPA workforce and 35% of the New Mexico office. All employees terminared in 2001 and 2000
had been located in the New Mexico office.

Restructuring activity for years 2001 and 2000 was as follows:

SEVERANCE OTHER

& BENEFITS FACILITIES EXPENSE TOTAL
Fiscal 2000 rescructuring charge $ 360 90 50 500
Amount utilized in 2000 (10) (27) (33) (70)
Balance, December 31, 2000 350 63 17 430
Fiscal 2001 restructuring charge 88 446 98 632
Amount utilized in 2001 (350) (63) (30) (443)
Balance, December 31, 2001 $ 88 446 85 619
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (continued)

(Dollars in thousands, except per share amounts and elsewhere as noted)

The following is a summary of unaudired quarterly results of the Company’s operations for the years ended December 31,

2001 and 2000:
2001 FIRST SECOND THIRD FOURTH
Direct and assumed premiums written $ 55,173 46,943 73,004 70,283
Net premiums written 35,898 29,318 43,194 38,674
Premiums earned 31,517 34802 29,686 35,053
Net investment income 6,702 5,976 5,754 4,890
Total revenues 46,287 49,461 48,262 53,519
Net income (loss) 1,294 1,862 3,099 (3,325)
Basic earnings per share 14 20 .33 (.36)
Diluted earnings per share 14 .20 33 (.36)
2000 FIRST SECOND THIRD FOURTH
Direct and assumed premiums written $ 76,033® 35,046 54,610 31,591@
Net premiums written 66,247 29,919 39,987 25,778
Premiums earned 29,119 33,434 29,867 28,034
Net investment income 6,039 6,174 6,490 6,295
Total revenues 44,177 47,772 46,383 43,932
Net income (loss) 4,712 5,143 4,926 (14,167)
Basic earnings per share 49 54 52 (1.49)
Diluted earnings per share 49 .54 .52 (1.49)
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SHAREHOLDER INFORMATION

ANNMUAL MEZITING
The 2002 shareholders’ meeting will be held Wednesday,

June 5, 2002 at 10:00 a.m. at the Omni Hotel, 245 Water
Street, Jacksonville, Florida 32202.

FORM 16-K

A copy of the Annual Report on Form 10-K for the fiscal
year ended December 31, 2001, as filed with the Securities
and Exchange Commission, is available upon written
request from:

Investor Relations

FPIC Insurance Group, Inc.

225 Water Street, Suite 1400

Jacksonville, FL 32202

904-354-2482 Ext. 3287
FINANCIAL PUBLICATIONS
Information about FPIC Insurance Group, Inc., including
copies of the Annual Report to Shareholders and the
Annual Report on Form 10-K may be requested through
the Company’s Web site at heep://www.fpic.com or via
e-mail at ir@fpic.com or by calling Investor Relations at
904-354-2482 Ext. 3287 or by writing to:

Investor Relations

FPIC Insurance Group, Inc.

225 Water Street, Suite 1400

Jacksonville, FL 32202

904-354-2482 Ext. 3287

Our Web site also provides access to our interactive
e-mail notification service simply by adding your e-mail
address to the “e-mail alert” section of our Web site. You
will automatically be alerted to any new press releases,
earnings reports and SEC filings via e-mail.

STOCK DATA

The Company’s common stock is publicly traded on
the Nasdaq National Market System under the symbol
FPIC. The following table sets forth, for the periods indi-
cated, the high and low bid quotations as reported. Such
quotations reflect inter-dealer bids and offers, without
retail markup, markdown or commission and may not

necessarily represent actual transactions.

HIGH B/D

2001 LOW BID
First Quarter $13.88 $ 9.00
Second Quarter $13.75 $ 9.00
Third Quarter $15.09 $10.00
Fourth Quarter $1540 $11.24
2000 ficHeD  iowsp
First Quarter $19.94 $15.00
Second Quarter $18.88 $10.38
Third Quarter $18.38 $10.92
Fourth Quarter $16.88 $ 844

As of March 21, 2002, the Company estimated that
there were approximately 5,500 beneficial owners of the
Company’s common stock.

The Company did not pay cash dividends on its
common stock during 2001 or 2000. The Company does
not anticipate paying any cash dividends in the foreseeable
future. For information regarding restrictions on the
ability of the Company’s subsidiaries to transfer funds to
the Company in the form of cash dividends, see Footnote
19, Starutory Accounting, in the Notes to Consolidated
Financial Statements found on page 68.
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CORPORATE

CORPORATE OFFICIRS
John R. Byers
President and Chief Executive Officer

Kim D. Thorpe
Executive Vice President and Chief Financial Officer

Kure ]. Cetin
Senior Vice President and Chief Marketing Officer

Roberta Goes Cown, Esq.
Senior Vice President, Corporate Counsel,
Secretary of the Company

Gary M. Dallero

Senior Vice President of Operations

Pamela D. Deyo
Vice President and Controller
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INFORMATION

CORPORATE LECAL CCUNSEL

LeBoeuf, Lamb, Greene & MacRae L.L.P.

50 North Laura Street, Suite 2800
Jacksonville, Florida 32202

INDEPINDEINT ACCCUNTANTS
PricewaterhouseCoopers LLP

50 North Laura Street, Suite 3000
Jacksonville, Florida 32202

CONSULTING ACTUARY
Ernst & Young LLP

Two Commerce Square

2001 Market Street, Suite 4000
Philadelphia, PA 19103-7096

TRANSFER ACENT
SunTrust Bank, Atlanta
Stock Transfer Department
Mail Code 258

P.O. Box 4625

Atlanta, Georgia 30302
800-568-3476

FPIC ON THE INTERNET

www.fpic.com
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Chairman of the Board
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Got a tough question?

E-mail us at ir@fpic.com

FPIC INSURANCE GROUP, INC.

225 Water Street, Suite 1400
Jacksonville, Florida 32202
800-221-2101 904-354-2482
Fax: 904-475-1159
www.fpic.com




